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Over the course of -the :past months-and in 2007, Tercica achieved several significant milestones, each
representing an important step toward our goal of establishing Tercica as-the premier endocrine companyin the

United States.

The most important of these milestones occurred when Somatuline® Depot was launched by our sales force
in mid-November for the treatment of acromegaly. We believe that Somatuline® Depot provides a significant
medical advance for the treatment of acromegaly by offering patients, at the direction of their physician, the ease
and simplicity of once-monthly, self-administered injections. Somatuline® Depot is Tercica’s second market
introduction of an important endocrine product within a two-year period. This product introduction confirms
Tercica’s commitment to bringing important products to market for the benefit of patients suffering from
endocrine diseases, and to the medical professionals who serve them. ' o

Another milestone was achieved when our product for short stature, Increlex®, received regulatory approval
in the European Union for severe primary IGF-1 deficiency, or severe Primary IGFD, in August 2007. Our
strategic collaboration with Ipsen provides us with a very strong marketing partner to commercialize Increlex® in
Europe. Ipsen has now launched Increlex® in the UK, Germany and several-other markets. We look forward to

see Increlex® enter additional European markets throughout 2008.

In the summer of last year we also announced a key agreement with Genentéch for the worldwide
development and commercialization of two next generation growth hormone products. We intend-to develop one
of these product candidates for the treatment of short stature and the other product candidate for adult growth
hormone deficiency and metabolic diseases. Both preduct candidates contain a combination of Nutropin® AQ,
Genentech’s market-leading recombinant human growth hormone, and Increlex®, our recombinant human IGF-1.
Growth hormone and IGF-1 have demonstrated synergies in pre-clinical studies, and have the potenitial for
important-therapeutic benefits compared to ¢ither domponent when' given aloné. In Janiiary 2008, we dosed the
first patient in our Phdse 11 trial with the pediatric combinatiéh product-candidate for'the treatment of short
stature:We also expect' to initiate an additional Phase 11 trial wi(h'afﬁ:()mbiﬂatidn pfoduct candidate for the
treatment of adult growth hormorie deficiency (AGHD) latt_‘.r'lhi:s' year. If-thi$ latter product candidate shows
promise in AGHD, we plan to explore its use in patients with-abdoiriinal obesity and metabolic syndrome.

) In._addilion to these next-generation_growth hormone Iirodui:;; -qfandidé'i;ééi we. also have ongoing Increlex®
and Somatuline® Depot dgj.'clpﬁ:mc‘gt projects. In Jing with our plan.to expand the market potential and the
breadth of the indication for fncréfex®, we completed, enfolinjent in July 2007 in_our MS301 study, which is
Phase 11IB clinical trial evaluating Increlex® in Primary IGFD, nimaryIGFD is a less severe and more prevalent
disease th'an our current indication of severe Primary IGFD. We expect to present data from this study at a
medical conference in the fourth quarter of 2008. If the data isflﬁbsitive,_yq expect to file a supplemental new
drug application (SNDA) with the FDA for this expanded indication by year-end 2008.,In addition, our MS308
'study; evaluating o_ric,lezdaily'lc‘losi_n‘g' of Increlex® in patients with Primary [\GFD completed enroliment in 2007,
and we expect to share the results of this study at the, same time as when we share the data from our MS301
st'udy_.‘ We also have dé\{éldp};r‘leqt:';p'lﬁzr;ls‘ for, Somatuline® _Dia'f)ot' for the treatment of neuroendocrine tumors
(JNET)‘lhal we anticipate _\Nill!ﬁtg}q later this year, pendi_flg,positivc discussions with the FDA. | ’

.+ As a result of last year’s successful patent litigation. and the subsequent settlement agreement with Insmed, we
have certain rights 1o opt-in to Insmed’s development of IPLEX™. Insmed.is currently conducting a six-month,
double-blind, placebo-controlled Phase 1l study of IPLEX™ in myotonic muscular dystrophy (MMD). At the
completion of this stidy, which we.expect in the first-half of next year, Tercica will have the option to opt-in for this
indication, in which case we would assume commercial control -of the product, pay Insmed a proportion: of their
development costs to date for MMD, and share costs, profits and.losses going forward for the indication. -

+Of course none of this progress is accomiplished ‘Without the dedication of our employees _ our most important
assets. Our core values of partnership, -accountability! geruineness and excellence have fostered a well-defined and
unique corporate culture, which in tum has been a key to our ability to attract and retain high-performing individuals.
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Looking ahead into 2008, we anticipate continued emphasis on our commercial execution, and look forward
to sharing important clinical data and timelines with you throughout the year. As stockholders, we appreCiate
your ongoing support as we progress toward our goal of establishing Tercica as a premier endocrinology
company by bringing important and novel medical products to market. If the potential of both our commercial
and development programs is met, we will .have created a company that delivers-substantial value — both to
patients with unmet medical needs, and to our stockholders. -

John A. Séar]ett_, MD .
Chief Executive Officer - ¢

Richard A. ng :
President and Chief Operalmg Ofﬁcer

Ross Clark, PhD - - 3 '
Chief Technical Officer and Founder =

Safe Harbor Statement ‘ ‘ )

Except for the lustoncal statemenls contained. herein, this . stockholder letter contains forward-looking
statements, mcludmg without llmltauon that Tercica: (A) looks forward to Increlf:x® entering additional European
markets in 2008; (B) intends to de\_felop a combination product candidate, for the treatment of short stature and
another combination product candidate for AGHD and metabolic diseases, (C) expects to initiate in 2008 a Phase I1
trial with a combination.product candidate for AGHD and if successful, plans to explore its use in abdominal
obesity and metabolic syndrome (D) expects to present data from its Phase ITIB Increlex® clinical trial in Primary
IGFD in Q4 2008 and if posmve plans to file an SNDA by year-end 2008; (E) expecls to announce results from the
MS5308 study with the daLa from thé MS301 study, (F) anticipates starting developmenl plans for Somatulme®
Depot for the ‘treatment of neuroendocnne tumors (NET) in 2008; and (G) expects the completnon of Insmed’s
Phase T study of IPLEX™ in the ﬁrst half of nexl year. The forward—lookmg statements are subject to risks and
uncertainties, and the actual results may vary matcnally from those set forth in the forward-looking statements. The
forward- lookmg statements are subjoct to the risks and uncenamtles ‘contained in the Risk Factor section of and
otherwise contained w1lhm the Company s 2007 Annual Report on Form 10-K, which' was filed with the SEC on
February 29, 2008, and ihe followmg risks and uncertainties: () regardmg (A) above, ‘Increlex® may not umely
receive regulatory approvals from other European countries; (2) regardmg (B) and (C) above, Tercica may
encounter development difficulties that delay, i increase the costs of, or preclude an_y further progress of either or
both of the combination product candjdales 3) regardmg (C) above, the FDA may Tiot approve a development plan
or formulation work may not be completed in 2008, or at all; (4) regarding (D) above, if the data do not demonstrate
adequate efficacy and safety, Tercica will not file an sNDA for Increlex® in Primary IGFD; (5) regarding (D) and
(E) above, if patients drop-out or there are difficulties with data retrieval, the data may not be available in Q4 2008,
or at all; (8) regarding (FY above; development plans for Somatuline® Depot are subject to the risks: and
uncertainties of the FDA approving a plan and Tercica’s ability to fund such projects; and (7) regarding (G) above,
Tercica does control either the amount and timing of resources that Insmed devotes to its Phase IT study of [PLEX™
and the Phase I1 study of IPLEX™ may not be.completed in the first half of next year or at all. Tercica disclaims any
obtigations or undertaking to update or revise any forward-lookjpg statements, contained in this letter.

' ¥R
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TERCICA, INC.
2000 Sierra Point Parkway
Suite 400
Brisbane, California 94005

NOTICE OF ANNUAL MEETING OF STOCKHOLDERS

TO BE HELD ON MAY 20, 2008

Dear Stockholder:

You are cordially invited to attend the Annual Meeting of Stockholders of TERCICA, INC., a Delaware
corporation. The meeting will be held on Tuesday, May 20, 2008 at 10:00 a.m. local time at 2000 Sterra Point

Parkway, Brisbane, California 94005 for the following purposes:

1. To elect three directors for the ensning year and until their successors are elected, as described in
Proposal 1 in the accompanying proxy statement.

2. To ratify the selection by the Audit Committee of Tercica’s Board of Directors of Emst & Young LLP
as Tercica’s independent registered public accounting firm for the fiscal year ending December 31,
2008, as described in Proposal 2 in the accompanying proxy statement.

3. To approve the Tercica, Inc. Amended and Restated 2004 Stock Plan, as described in Proposal 3 in the
accompanying proxy statement.

4. To conduct any other business properly brought before the meeting.
These items of business are more fully described in the proxy statement accompanying this Notice.

The record date for the Annual Meeting is April 10, 2008. Only stockholders of record at the close of
business on that date may vote at the meeting or any adjournment thereof.

By Order of the Board of Directors

St LAY

Stephen N. Rosenfield
Secretary

Brisbane, California
April 25, 2008

You are cordially invited to attend the meeting in person. Whether or not you expect to attend the
meeting, please complete, date, sign and return the enclosed proxy, or vote over the telephone or on the
Internet as instructed in these materials, as premptly as possible in order to ensure your representation
at the meeting. A return envelope (which is postage prepaid if mailed in the United States) is enclosed for
your convenience. Even if you have voted by proxy, you may still vote in person if you attend the meeting.
Please note, however, that if your shares are held of record by a broker, bank or other nominee and you
wish to vote at the meeting, you must obtain a proxy issued in your name from that record holder.

W Ty e
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TERCICA, INC.
2000 Sierra Point Parkway
Suite 400
Brishane, California 94005

PROXY STATEMENT
FOR THE 2008 ANNUAL MEETING OF STOCKHOLDERS

MAY 20, 2008

QUESTIONS AND ANSWERS ABOUT THIS PROXY MATERIAL AND VOTING,

Why am | receiving these materials?

* Tercica, Inc. sent you this proxy statement and the ericlosed proxy card because the Board of Dnrectors of
Tercica is soliciting your proxy to vote at the 2008 Annual Meetmg of Stockholders. You are mvnted to attend the
Annual Meeting to vote on the proposals described in this proxy statement. However, you do not need to attend
the Annual Meeting to-vote your shares. Instead, you may simply complete, sign and return- the enclosed proxy
card, or follow the instructions below to submit your proxy over the telephone or on the Internet.

:

" Tercica intends 'to mail this proxy statement and accompanying proxy éar_d'on ‘or about April 30, 20_08, to all
stockholders of record entitled to vote at the Annual Meeting. C .

Who can vote at the Annual-Meeting?'

Only stockholders of record at the close of business on Apnl 10, 2008 will be entitled to vote at the Annual
Meeting: On this record date, there were 51,583,550 shares of Tercica common stock oulstandlng and entitled to
vole.

Stockholder of Record: Shares Registered in Your Name

If. on April 10, 2008, your shares were registered directly in your name with Tercica’s transfer agent,
Computershare Limited, then you are a stockholder of record. As a stockholder of record, you may vote in person
at the meeting or vote by proxy. Whether or not you plan to attend the meeting, Tercica urges you to fill.out and
return the enclosed proxy card, or vote by proxy over lhe teiephone or on the Intemnet as instructed below, to
ensure that your vote is counted. .

Beneficial Owner: Shares Registered in the Name of a Broker or Bank

If on April 10, 2008, your shares were held, not in your name, but rather in an account at a brokerage firm,
bank, dealer or. other similar organization, then you are the beneficial owner of shares held in “street name” and
these proxy materials are being forwarded to you by that organization. The orgamzatmn holding your account is
considered to be the stockholder of record, for purposes of voting at the Annual Meeting. As a beneficial owner,
you have the right to direct your broker or other agent on how to vote the shares in your account. You are also
invited to attend the Annual Meeting. However, since you are not the stockholder of record, you may not vote
your shares in person at the meeting unless you request and obtain a valid proxy from your broker or other agent.

What am I voting on?
There are three matters scheduled for a vote:
» the election of three directors, as described in Proposal 1 of this proxy statement;

. the ratification of the selection of Emst & Young LLP as Tercica's independent registered public
accounting firm for the fiscal year ending December 31, 2008, as described in Proposal 2 of this proxy
statement; and
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» the approval of the Tercica, Inc, Amended and Restated 2004 Stock Plan, as described in Proposal 3 of
. this proxy statement.

How do I vote?

You may either vote “For” each of the ‘ominees 1o Tercica’s Board of Directors or you may “Withhold”
your vote for any nominee you specify. You may voteé “For” or-“Against,” 6r abstain from voting with respect to,
each of Proposal 2 and Proposal 3. The procedures for voting are fairly simple:

Stockholder of Record: Shares Registé'rfedl in'Your Namle

If you are a stockholder of record, you may vote in person at the Annual Meeting or vote by proxy using the -
enclosed proxy card, vote by proxy over the telephone, or vote by proxy on the Internet. Whether or not you plan
to attend the Annual Meeting, Tercica urges you to vote by proxy to ensure your vote is counted You may still
attend the met,tmg and ‘vote in perscin if you'l have already voted by proxy o

> To.vole in person, come to the Annual Meetmg and Tercnca will give you a ballot when you amive. .. . .

> To vote using the proxy card, simply c'omplete sign and date the enclosed proxy card and return it promptly
in the envelope provided. If you return your signed proxy card to Terc:ca before the Annual Megting, Tercica
will vote your shares as you direct.

> To vote over the telephone, dial toll-free 1-800-652-VOTE (8683) within the United Sr.ales Canada and
Puerto Rico using a touch-tone phone and follow the recorded instructions. Your vote must be received by
1 00 a.m,, Central Time, on May 20, 2008 to be counted.

4
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> To vote on the Internet, go to htip. //www mves!orvote com/T RCA and follow lhe steps outlmed on the secure
website. Your vote must be received by 1:00 a.m., Central Time, on May 20, 2008 to be counted.

Beneficial Owner: Shares Registered in the Name of Broker or Bank

If you are a beneficial owner of shares registered in the name .of your broker, bank or other agent, you
should have received a proxy card and voting instructions with these proxy materials from that organization
rather than from Tercica. Simply complete and mail the:proxy card to ensure that your vote ‘is counted.
Alternatively, you may vote over the telephone or on the Internet as instructed by your broker or bank. To vote in
person at the Annual Meeting, you must obtain a valid proxy from your broker, bank or other agent. Follow the
instructions from your broker or bank included with these proxy materials, or contact your broker or bank to
request a proxy form.

Tercica provides Internet proxy voting te allow you te vete your shares on-line, with procedures
designed to ensure the authenticity and correctness of your proxy vete instructions. However, please be
aware that you must bear any costs associated with your Internet access, such as usage charges from’
Internet access providers and te!ephone companies.

How many votes do I have?

On eachMmatter 1o be voted upon you have one vote for each share of Terc;ca common stock you owned as
of April 10, 2008.

What if I return a proxy card but do not make specific choices?

If you return a signed and dated proxy card without marking any voling selections, your shares will be voted
“For™ the election of all three nominees for director and “For” each of Proposal 2 and Proposal 3. If any other

2
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matter is properly presented at the meeting, your proxy (i.e., one of the individuals named on your proxy card)
will vote your shares using his or her best judgment.

A

o is paying for this proxy solicitation?

Teicita will pay for the entire cost of soli¢iting proxiés. In addition to these mailed proxy materials,
Tercica's- directors” and' employeés may solicit proxies in person, by telephone or by other ‘means of
comraunication. Directors and eémployees will not be ‘paid any additional compensation for seliciting proxies.
Tercica tay also réimburse brokerage firms, banks z}ﬁd other agents for the cost of forwarding proxy materials to

benefididl owhers. -

v

What does it mean if I receive more than one proxy card?

Ifiyou receive more than one proxy-card, your shares’are registered in more than one name or are registered
in different accounts. Please complete, sign'and return each proxy card to-ensure that all of your shares are voted.

. .1

-

42 Can I change my, 'vo_t’e after submitting my proxy? |~ " . L

o
%
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Yes. You can revoke your proxy at any timé' before the final vote at the Annual Meeting. If you are.the

ey

ij record holder of your shares, you may revoke your. proxy in any one of three ways:

a - > You may submit another properly completed proxy card with a later date.

, > You may send a written notice that you are revoking your proxy to Tercica’s Corporate Secretary dt 2000
-.4‘ S'_if:r_rla' ?,Qint Parkway, Suite 400, Brisbane, Califgmia 94005. _ _ :

?’a“ > You may atiend the Annual Meeting and vote in person. Simply attending the Annual Meeting will not, by

7

&

 itself, revoke your proxy.
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When are stockholder proposals due for next year’s annual meeting?
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To be considered for inclusion in next year's proxy materials, your proposal must be submitted in writing by
December 31,- 2009, to Tercica's Corporate Secretary at 2000 Sterra. Point Parkway, Suite 400, Brisbane,
California 94005. -However, if Tercica’s-2009 Annual Meeting of Stockholders is not held between April 20,
2009 and June 19, 2009, then the deadline will be a reasonable time prior to the time Tercica begins to print and

mail its proxy materials. e
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If you wish to bring a proposal before the stockholders or nominate a director at the 2009 Annual Meeting
of Stockholders, but you are not requesting that your proposal or nomination:be included in next year’'s proxy
materials, you must notify Tercica's Corporate Secretary, in writing, not later than the close of business on

el

_ Febriiary 19, 2009. Howev.:;:r, if Tercica’s 2009 Annual Meeting of Stockholders is not held between April 20,
Lo 2009 and June 19, 2009, then the deadiine will bé not later than the close of business on the 10th day following
'-- the date on which the notice of the date of the 2009 Annual Meeting of Stockholders was mailed, or the 10th day
following the date on which public disclosure of the date of the 2009 Annual Meeting of Stockholders was made,

whichever occurs first. Terdicd’ also advises you to review its amended and restated bylaws, which contain
additional requirements about advance notice of stockholder proposals and director nominations. The chairman
of the 2009 Annual Meeting of Stockholders may determine, if the facts warrant, that a matter has not been
propeily brought before the meeting and, therefore, may not be considered at the meeting. In addition, the proxy
solicited by the Board of Directors for the 2009 Annual Meeting of Stockholders will confér discretionary voting
authority with respect to (i) any proposal presented by a stockholder at that meeting for which Tercica has not
been provided with timely notice and (ii) any proposal made in accordance with Tercica’s amended and restated
bylaws, if the 2009 proxy statement briefly describes the matter and how management’s proxy holders intend to
Yote on it, if the stockholder does not comply with the requirements of Rule.14a-4(c)(2) promulgated under the
Securities Exchange Act of 1934, as amended. : S .
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How are votes counted? A e RS

Votes will be counted by the inspector of election appointed for the meeting, who will Separately count
“For” and “Withhold” and, with respect to Proposal 2 and Proposal 3, “Against” votes, abstentions and broker
non-votes. A broker non-vote occurs when a nominee, such as a broker or bank;-holdirig ‘shares fora béneficial
owner does not vote on.a particular proposal because the nomigee does not have dlscrettonary voting power-with
respect tg that proposal and has not received mstructtons wrth respect to that proposal from the beneﬁc1al owner.
In the event that a broker, bank, CllS[Odlall nominee or otherrecord holder of Terctca common stock mdlcates on
a proxy that it does not have dlscretronary authonty to vote certam shares on a partrcular proposal then those
shares wili be treated as broker non-votes with respect to that proposal Accordmgly, if you own shares through a
nominee, such as a broker or bank, please be sure 1o instruct your nominee how to vote to ensure that your vote is
counted on each of the proposals.

el 0y . 1t

Abstentions and broker non-votes will be treated. as'shares present. for: the-purpose of determining the
presence of a quorum for the transaction.of business at the Annual Meeting. Abstentions-will be counted towards
the tabulation of shares present in person or represented by proxy and will have the same effect as “Against”
votes on Proposal 2 and Proposal 3:Broker non-votes are not counted as votes "For” or "Against” either Proposal
2 or Proposal 3. However, broker non votes, together with’ abstenuons can have the effect of preventmg the
approval of Proposal 2-or Proposal 3 where the number of-“For" votes, though a majority of the: votes cast on .
Proposal 2 or Proposal 3, as applicable, does not constitute.a‘majority of the required quorum. -~ .- - S

ar e i H . [

How many votes are needed to approve each proposal" L S T B .

> For the election of directors, the three nominees recervmg the msi“For” votes (among votes properly éast in
person or by proxy) will be elected. oo S ey s e

> To be approved, “Proposal 2—Ratification of Selection of Independent Registered Publi¢ Accounting Firm,”
must receive a “For” vote from at least a majority of the shares represented and voting either in person or by
proxy at the Annual Meeting on Proposal 2 (which shares voting “For” also constitute at least a majority ‘of

... the required quorum).

> To be approved, “Proposal 3—Approval of the Terc1ca Inc. Amended and Restated 2004 Stock Plan™:must

receive a “For” vote from at least a majority of the shares represented and voting either in person or by proxy

" -at the Annual Meeting on Proposal 3 (which shares voting “For” also constitute at least 4 majority of the
required quorum).

What is the quorum requirement? - .. . - . . . . . .o

A quorum of stock.holders is necessary o hold ‘a’ valid meetlng A quorum will be present if at least a
majority of the shares’ entitled to ‘vote at the Annual. Meetmg are represenied by stockholders present at the
meetmg or by Proxy. On the rccord date, there werc 5] 383, 550 shares outstandmg and entitled to vote

YR

Your shares wrll be counted towards the quorum only 1f you submit a valid proxy (or one is submmed on
your behalf by your broker, bank or other nominee) or if you vote in person at the Annual Meeting. Abstenuons
and broker non-votes witl be treated as shares present for the purpose of determlmng the presence of a quorum. If
there is no quorum the charrman of the Annual Meeting or a majority of the votes represented at the Annual
Meeting, either in person or by proxy, may adjourn the Annual Meeting to another date.

L R I
AT :

o
f

s
Shs
wg:{'

Sl

% ": L o

CHoh

How can 1 find out the ra;ults of the toung at the Annual Meetmg" '

Preliminary voting results will be announced at the Annual Meetmg Fmal votmg results will be published
in Tercica’s quarterly report on Form 10-Q for the second quarter of 2008.

4
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COLLABORATION WITH IPSEN

QOverview

In July 2006, Tercica entered into a stock purchase and master iransaclion_ agreement with Ipsen, S.A. that
sets forth the terms of a worldwide strategic collaboration in endocrinology. In October 2006, at the first closing
held under the terms of the stock purchase and master transaction agreement, Tercica and Ipsen entered into
number of agreements that govern their strategic relationship, including an affiliation agreement, a registration
rights agreement and license and collaboration agreements with respect to the development and
commercialization of Increlex™ and Somatuline® Depot.

Equity and Debt Arrangements : o : '

Under the stock purchase and master transaction agreement, Tercica agreed to issue to Ipsen (or its
designated affiliate) 12,527,245 shares of Tercica common stock, a’convertible note in the principal amount of
$25,037,000, a second convertible note in the principal amount of €30,000,000, a third convertible note in the
principal amount of $15,000,000, and a warrant to purchase’a minimum of 4,948,795 shares of Tercica common
stock. In October 2006, at the first closing of the transactions contemplited by the stock purchase and master
transaction agreement, Tercica issued the 12,527,245 ‘shares of Tercica common stock to Suraypharm, S.A.S.
(Ipsen’s designated affiliate) and issued the warrant and the first convertible note in the principal amount of -
$25,037,000 to Ipsen. In Septémber 2007, at the second closing under the stock purchase and master transaction
agreement, Tercica issued to Ipsen the second convertible note in the principal amount of €30,000,000, which
was offset by approximately the same amount that Tercica owed to Ipsen as a milestone payment under the
Somatuline® license and collaboration agreement discussed below, and the third convertible note in the principal
amount of $15,000,000. T :

The principal amounts of the convertible. notes, plus all accrued interest thereon, are convertible into shares
h of Tercica common stock at an initial conversion price per share equal to $7.41 per share (or €5.92 per share with
| g}i_; respect to the second convertible note), subject to adjustment. The warrant issued to Ipsen is exercisable for the
] H;,_( number of shares of Tercica common stock equal to the greater of 4,948,795 shares (referred to as the “baseline

et amount™) or the baseline amount plus a variable-amount, which- variable amount generally adds an amount of
shares to the warrant in the event of certain issuances of equity securities by Tercica that dilute Ipsen’s
percentage interest in Tercica, offset by equity securities of Tercica acquired by Ipsen from persons other than
Tercica in connection with the maintenance of its percentage interest in Tercica, as well as shares of Tercica
common stock issuable upon conversion of accrued interest under the convertible notes. The initial exercise price
of the warrant is $7.41 per share, subject to adjustment. Ipsen was also granted a preemptive right under the
affiliation agreement to purchase its pro-rata portion of new securities offered by Tercica,. subject to certain
conditions. In July 2007, Ipsen purchased 519,101 shares in exercise of Suraypharm’s pro rata purchase rights
under the affiliation agreerﬁem (referred to as the “pro rata shares™). Together with the 13,046,346 shares of
Tercica common stock that Tercica has issued {0 Ipsen (and its affiliate), the convérsion of the convertible notes
and the exercise of the warrant that Tercica issued to Ipsen, Ipsen is able {o acquire an ownership interest in
Tercica of approximately 40% on a fully diluted basis, with the opportunity to increase its ownership position to
60% or greater through market purchases. As of March 31, 2008, Ipsen beneficialty owned approximately 42.7%
of Tercica’s outstanding common stock (not including the shares of Tercica common stock subject to the voting
agreements discussed below). '

Under the terms of the registration rights agreement, as amended, Tercica granted Ipsen and Suraypharm
(and any subsequent holders to which Ipsen and/or Suraypharm may transfer their rights under the registration
rights agreement) certain rights with respect to the regisiration under the Securities Act of 1933, as amended, or
the Securities Act, of the shares of Tercica common stock acquired pursuant to the stock purchase and master
transaction agreement, the warrant, the convertible notes and the pro rata shares. Pursuant to the registration
rights agreement, Tercica would be required, upon request, to file one or more demand registraiion statements
covering at least $10,000,000 worth (based on Tercica's then-current share price) of Tercica common stock,
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subject 10 certain conditions and limitations. In addition, if. Tercica proposes to file a registration statement
covering the offering of Tercica’s securities under the Securities Act, eitherZfor Tercica’s account or for the
account of other securities holders, Ipsen, Suraypharm {and any transferces),g'a‘é entitled to notice of the proposed
filing and are entitled to include, at Tercica’s expense, their. shares of Tercica common stock in the registration
statement, subject to conditions and limitations, including the nght of underwmers to limit the number of shares
of Tercica common stock included in the rchstratmn statcmem

vab
1

Affiliation Agreement : : T

Board Composition. Tercica’s Board of Directors currently consists of eight directors, one of which is a
designee of Ipsen, and one vacancy. So long as Ipsen holds at least 15% of the outsianding shares of Tercica
comumaon stock, Ipsen is entitled under the affiliation agreement to nominate two out of the nine directors. In the
event that Ipsen holds at least 10%, but less than 15% of.the outstanding shares of Tercica common stock, Ipsen
is entitled to nominate one director to Tercica’s Board of Directors. Ipsen’s right to nominate directors to
Tercica’s Board of Directors terminates if its ownership percentage of the.outstanding Tercica common stock
falls below 10%. Further, Tercica’sjBoard of Directors can be.comprised of no more than two directors who are
employees of Tercica, one of which must be Tercica’s Chief Executive Officer. The remaining members of
Tercica’s Board of Directors are required to have outstanding reputations for personal integrity and have
distinguished achievement in areas relevant to Tercica’s business, as well as be “independent” under applicable
NASDAQ listing standards (or such other listing standards applicable to Tercica from time to-time).

In the event that Ipsen holds at least 60% of the then outstanding shares of Tercica common stock, Ipsen is
entitled to nominate an-unlimited number of directors to Tercica’s Board of Directors. Ipsen is-also entitled to
nominate additional independent director nominees (which nominees must be independent.of Ipsen) for election
to Tercica’s Board of Directors starting in 2008, as follows: one nominee in 2008, two nominees in 2009 and four
nominees .in 2010; provided, however, that these rights will terminate if Ipsen holds less than 15% of the
outstanding shares of Tercica common stock and -are also be subject to.reduction under certain circumstances.
Ipsen has not nominated any nominees for election at the Annual Meeting.

Committees, Under the.affiliation agreement, the following-committees are to be cstabllshcd empowared
and maintained at all times during the-term of the affiliation agreement: :

+  an Audit Committee comprised of independent directors;

* a Nominating Committee (i.e., the current Corporate Governance and Nominating -Committee of the
Board, or such other nominating committee of the Board-responsible for recommending the nomination
of directors 1o the Board in accordance with the afﬁllatxon agreement)

* a Slrateglc Plannmg Commmee compnsed of one management director (Who is Tercica’s Chlcf
Executive Officer), each Ipsen-nominated director and two independent directors (who are dcmgnated
by a majority of Tercica’s lndependent directors);

« aCompensation Committee comprised of at least two independent directors; and

.+ such other committees as-Tercica’s Board of Directors deems nccéssary or desirable, provided that such
commitiecs are established in compliance with the terms of the affiliation agreement.

Matters Requiring lpsen Approva! Unde;‘,lhe affiliation agreement, the approval of Ipsen is required for
Tercica to take certain actlons including:

¥

* making, or penhmmg any subsidiary to make, loans to, or owning any stock or other securities’ in
another corporation, partners}pp or other entity, with certain exceptlons with respect to certain permmed
mvestments including [hose perm:tted under Tercica’s mvestment pol:cy,

. adopung any plan or arrangcmem with respect to the dissolution or l:qu:daﬂon of Tercica;
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» entering into any material transaction or contract unless it would reflect the execution of a budget
approved by Tercica’s Board of Directors and would not be reasonably- anticipated to increase future
budgets beyond current projections (or where no current projections have been formally prepared,
beyond reasonably anticipated growth based on Tercica's recent operating performance);

. » disposing of or acquiring any property or assets other than in the ordinary course of business, provided
that Tercica may not in any event acquire or dispose of any property or assets with an aggregate value
exceeding $5,000,000 without Ipsen’s written consent, other than certain permitted transfers;

* merging or consolidating with any other person;

« establishing or approving an operating budget with anticipated research and development spending in
excess of $25,000,000 per year, plus amounts approved by the Joint Steering Committee under the
Somatuline® license and collaboration agreement for spending related to the products of Ipsen or its
affiliates;

« entering into any transaction or agreement that would be reasonably likely to require an increase in
research and development spending above the amount specified above;:

* incurring capital expenditures of more than $2,000,000 in any given'year;

. makmg any mvestment other than certain permmed investments;

. subject to certain limited exceptions, incurring any indebtedness other than indebtedness evidenced by
the convertible notes and other than certain permitted indebtedness; provided that, with respect to
permitted indebtedness, if following the incurrence of such permitted indebtedness, Tercica’s total
indebtedness exceeds $2,500,000, then such permitied indebtedness will not be permitted unless
immediately prior and after giving effect to the incurrence of such permitted indebtedness, Tercica’s
ratio of net indebtedness to EBITDA does not exceed 1 to 1;

* subject to certain limited exceptions, changing the principal business of Tercica, entering into new lines
of business or exiting the current line of business of Tercica; :

» declaring or paying any cash dividend on or redeeming or repurchasmg any shares of Tcrcu:a s capital
stock, other than repurchases upon termination of services to Termca

+ increasing or decreasing the number of authorized directors on Tercica’s Board of Directors or any
committee thereof;

+ deregistering Tercica cornmon stock under the Securities Exchange Act of 1934, as amended,;

» amending, altering or repealing any provision of Tercica's amended and restated certificate of
incorporation or amended and restatecl bylaws; :

. entering into any transaction or agreemf:nl that results, or is reasonably likély to result, in competition
with any business of Ipsen or its affiliates carried on anywhere in the world at the time that such
transaction or agreement would otherwise be entered into by Tercica;

= hiring a new Chief Executive Officer;
» changing Tercica’s fiscal year,

« adopting, implementing, amending, redeeming, waiving or otherwise terminating or causing to come

into effect or failing to apply any takeover defense measures, including without limitation any
o stockholder rights plan, or any change of control provisions in contracts that would reasonably be
expected to have a material impact on Tercica’s operations, prospects or financial condition or the value

LS

i”;’%ﬁj of Ipsen’s (or its affiliates’) holdings in Tercu:a in the event that Ipsen or its affiliates, increase their
B aggregate holdings in Tercica;

supporting, recommending or endorsing any offer by any person or group to acquire more than 9.9% of
the then-outstanding shares of -Tercica common stock, where such person or group is not already the
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beneficial owner of 9.9% of Tercica common stock or, in the case of a person or group who currently
beneficially owns more than 9.9% of Tercica cornmon stock, where such acquisition would increase the
. - percentage beneficially owned by such person or group;

» creating any additional class or séries of shares of stock or increasing the shares of any authorized class
of stock, unless the same ranks junior to Tercica common stock with respect to hqu1dauon and
redemption rights and the payment of dividends;

.

* issuing or selling shares of Tercica capital stock or securities exercisable for or convertible into shares
of Tercica capital stock, other than:

= issuances or sales, used solely for working capital and research and development purposes, after the
second anniversary of the date of the first closmg that may not exceed $25,000,000 in any three-year
. period,

+ issuances or sales of Tercica capual stock, the proceeds of which are to be Jlsed to repay the
convertible notes,

* issuances or sales pursuant to options, wamants or other grants or purchase rights or shares to be
issued after the date of the affiliation agreement to employees, directors or consultants of Tercica or
its subsidiaries pursuant to plans or arrangements approved by the Board of Directors, or -

* issuances or sales pursuant to any rights or agreements outstandmg as of the date of the afﬁlmtlon
" agreement; and : :

+  granting to any‘pzmy or issue any security the terms of which contain any preemptive right.

Restrictions on Block Transfers; Compulsory Acquisition. Under thé terms of the affiliation agreement,
Ipsen is not permitted, without the prior written consent of Tercica, to sell, transfer or dispose of any shares of
Tercica common stock to any person or persons known to Ipsen or its affiliate to be a “group™ (within the
meaning of Section 13(d)(3) of the Securities Exchange Act of 1934, as amended) who would, to Ipsen’s or its
affiliate’s knowledge, beneficially own more than 14.9% of Tercica’s then-outstanding common stock, If at any
time Ipsen and/or its affiliates beneficially own 90% or more of Tercica’s outstanding common stock such that,
upon all such common stock being held either by Ipsen (or an affiliate of Ipsen), Ipsen would be entitled to effect
a short-form merger with Tercica in accordance with Delaware law, Ipsen 'will, or will cause its affiliate to, effect
such a merger. :

Regulated Purchase Period. During the period commencing with the one-year anniversary of the first
closing under the stock purchase and master transaction agreement and expiring on the fourth anniversary of such
date, Ipsen is not permitied, without Tercica’s written consent, to take any action to effect, directly or indirectly,
the acquisition of beneficial ownership by Ipsen of any additional shares of Tercica common stock from persons
other than Tercica, other than certain permitted offers and acquisitions in connection with maintenance of Ipsen’s
percemage interest in Tercica, acquisitions by other stockholders and an increase in Ipsen’s ownership position to
at least 60% (subject to adjustmem) of Tercica’s outstandmg common stock.

Voting Agreements

In connection with the entering into of the stock purchase and master transaction agreement with Ipsen,
certain of Tercica’s current and former directors and their affiliated entities, which held in the aggregate
approximately 28.1% of Tercica’s outstanding common stock as of .March 31, 2008, entered into voting
agreements with Ipsen and Suraypharm. These directors and their affiliated entities include all of Tercica’s
current directors (other than Messrs. Jean and Hasnain) as well as the entities affiliated with MPM Capital L.P.,
Prospect Management Co. 11, LLC and:Rho Capital Partners, Inc. These directors and their affiliated entities are
referred to in this proxy statement as the “supporting stockholders.”

ey

Under the voling agreements, the supporting stockholders -agreed to vote- in~Tavor of the transactions
contemplated by the stock puschase and master transaction agreement. In addition, until such time as Ipsen is no

]
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longer entitled to designate at least one director to Tercica’s Board of Directors pursuant to the terms of the
affiliation agreement, the supporting stockholders have agreed to vote, and have granted an irrevocable proxy to
certain representatives of Ipsen to vote, all shares of Tercica common stock legally or beneficially held by the
supporting stockholders as follows:

« in favor of each director that Ipsen is then entitled to designate to Tercica’s Board of Directors pursuant
to the affiliation agreement (not including the additional independent director nominees Ipsen is entitled
to nominate to Tercica’s Board of Directors), and, to the extent ‘necessary, withhold votes for all other
nominees for director;

» in favor of the number of authorized directors to be set and remain at nine and against any change in
such number, except as agreed between Tercica and Ipsen;

= against any proposal to remove any Ipsen designee from Tercica’s Board of Directors that Ipsen is then
entitled 1o designate to Tercica’s Board of Directors pursuant to the affiliation agreement;

« for the approval of any transactions contemplated ‘by the stock purchase and master. transaction
agreement and each of the agreements contemplated by the stock purchase and master transaction
agreement, and in favor of any related matter presented for approval by Tercica’s stockholders; and

= against the approval of any other action or contract that is intended to or could reasonably be expected
to impede, interfere with, delay or discourage the transactions contemplated by the stock purchase and
master transaction agreement and the agreements contemplated -by the stock purchase and master
transaction agreement. L

Increlex™ License and Collaboration Agreement

Tercica and Ipsen entered into the Increlex™ license and collaboration agreement in connection with the
first closing. The major provisions of that agreement are:

» Tercica has granted to Ipsen and its affiliates the exclusive right under Tercica’s patents and know-how
to develop and commercialize Increlex™ in all countries of the world except the United States, Japan,
Canada, Taiwan and certain of the countries in the Middle East and North Africa, for all indications,
other than treatment of central nervous system indications and diabetes indications.

* The collaboration is overseen by a Joint Steering Committee, consisting of an equal number of
representatives of each of Tercica and Ipsen.

= The parties have agreed to engage in certain initial co-development activities for Increlex™ pursuant to
an initial development plan, and Tercica is responsible for 60% of the development costs relating to
such activities under the initial development plan, while Ipsen is responsible for the remaining 40%.

e Tercica is responsible for all regulatory affairs relating to obtaining the initia! European Union
marketing authorization, and Ipsen is responsible for regulatory affairs in ail other countries of its
territory. : ' :

+ Tercica has agreed to manufacture and supply Increlex™ to Ipsen (through its third-party
manufacturers) for Ipsen’s clinical development needs at cost and for Ipsen’s commercial needs at a per
unit cost equal 1o 20% of the average net selling price in Ipsen’s territory, and the parties would agree
on the manufacture and supply of any improved product or combination product.
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In consideration of the rights granted to Ipsen under the Increlex™ license and coilaboration agreement,
Ipsen paid Tercica an upfront payment of €10,000,000 and in August 2007, upon obtatning marketing
authorization of Increlex™ in the European Union for the target label, a milestone payment of
. €15,000,000. Ipsen will also pay Tercica royalties on a sliding scale from 15% to 25% of net sales in
each country, depending on the annual net sales for Ipsen’s territory.

ey

+ The Increlex™ license and collaboration agreement is effective on a producti-by-product and
country-by-country basis until the expiration of the royalty term with respect to such product in such
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country. Upon expiration of the royalty term with respect to a given Increlex™ product, in a given
country, Ipsen would be granted a fully paid-up, irrevocable and perpetual non-exclusive license under
Tercica’s patents and know how and trademarks with respect to such Increlex™ product. The Increlex™
license and collaboration agreement can be terminated by either party for the other party’s uncured
material breach or insolvency, and may be terminated by Tercica if Ipsen undergoes a change of control,

Somatuline® License and Collaboration Agreement

Tercica and Ipsen entered into the Somatuline® license and collaboration agreement in connection with the
first closing. The major provisions of that agreement are:

Ipsen has granted to Tercica and its affiliates the exclusive right under Ipsen’s patents and know-how to

. develop and commercialize Somatuline® Depot in the United States and Canada (in Canada, the product

is known as Somatuline® Autogel®), for all indications other than opthalmic indications.

The collaboration is oversegen by-a Joint Steering Committee, consisting of an equal number of
representatives of each of Tercica and Ipsen.

Ipsen is solely responsible for the completion of its ongoing development at its cost with a view to

- .obtaining marketing authorization in the target label in Tercica's territory. The parties have agreed to

engage in certain initial co-development activities for Somatuline® Depot in Tercica’s territory pursuant
to an initial development plan, and Ipsen is responsible for 40% of the development costs relating to
such activities under the initial development plan, while Tercica is responsible for the remaining 60%
(provided that under certain conditions, this allocation may be different).

Ipsen is solely responsible for all regulatory affairs related to obtaining regulatory authorization to sell
Somatuline® Depot in Tercica’s territory.

Ipsen will manufacture and supply Somatuline® Depot to Tercica for Tercica’s clinical neéds at cost and
for Tercica’s commercial nceds at a per unit cost equal to 20% of the average net selling price in
Tercica’s territory, and the parties would agree on the manufacture and supply of any improved product
or combination product.

In consideration of the rights granted to Tercica under the agreement, Tercica paid Ipsen upfront
payments of $25,037,000, which Tercica satisfied through issuance of the first convertible note, and in
September 2007, upon obtaining marketing authorization of Somatuline® Depot in the United States for
the target label, a milestone payment of €30,000,000, which Tercica satisfied through the issuance of the
second convertible note. Tercica will also.pay Ipsen royalties on a sliding scale from 15% to 25% of net
sales in each country, depending on the annual net sales for Tercica’s territory.

The. Somatuline® license and collaboration agreement is effective on a product-by-product and
country-by-country basis until the expiration of the royalty term with respect to such product in such
country. Upon expiration of the royalty term with respect to a given Somatuline® Depot. product, in a
given country, Tercica would be granted a fully paid-up, irrevocable and perpetual non-exclusive license
under Ipsen’s patents and know how and trademarks with respect to such Somatuline® Depot product.
The Somatuline® license and collaboration agreecment can be terminated by either party for the other
party’s uncured material breach or insolvency; and may be terminateéd by Ipsen if Tercica undergoes a
change of control.
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PROPOSAL 1
ELECTION OF DIRECTORS

Tercica’s Board of Directors currently consists of eight directors and one vacancy. At the 2007 Annual
Meeting of Stockholders, Tercica’s stockholders approved certain amendments to Tercica’s charter documents to
eliminate Tercica’s classified Board of Directors and to provide that directors thereafter would be elected to
one-year terms. However, the terms of the directors elected at and prior to the 2007 Annual Meeting of
Stockholders were not affected by these amendments. Each of the directors elected at and prior to the 2007
Annual Meeting of Stockholders will continue to serve until his respective current term of office expires {other -
than Dennis Henner, who resigned from the Board in February 2007). Any new directors elected by the Board of
Directors following the effectiveness of these amendments by reason of a vacancy, whether due to the death,
resignation or removal of a director, or due to an increase in the size of the Board of Directors, will be elected
only to serve for a one-year term expiring at the next annual meeting of stockholders and watil his or her
successor is elected and has qualified. Vacancies on Tercica’s Board of Directors may be filled only by a
majority of 'the remaining directors then in office (or by a sole remaining director). The current vacancy on the
Board was created by the resignation of Jean-Luc Bélingard in October 2007. Mr. Bélingard was one of the two
initial designees of Ipsen pursuant to the terms of the affiliation agreement described under “Collaboration with
Ipsen” above. To date, Ipsen has not nominated a replacement designee to the Board of Directors as a result of
Mr. Bélingard’s resignation. ' T

There are three directors whose term of office expires in 2008 and who are standing for election--~Ross G.
Clark, Ph.D., Faheem Hasnain and David L. Mahoney. Each of Dr. Clark, Mr. Hasnain and Mr. Mahoney are
currently directors of Tercica. The Corporate Governance and Nominating Committee of the Board of Directors
recommended to the Board of Directors that each of Dr. Clark, Mr. Hasnain and Mr. Mahoney be nominated for
election at the Annual Meeting. Mr. Hasnain, who was elected to the Board on February 27, 2008 to fill the
vacancy created by Dr. Henner's resignation from the Board, was originally recommended to serve on Tercica’s
Board of Directors by Karin Eastham, a member of Tercica’s Board of Directors. If elected at the Annual
Meeting, each of these nominees would serve for a one-year term expiring at the 2009 Annual Meeting of
Stackholders and until his or her successor is elecied and has qualified, or until the director’s earlier death,
resignation or removal. Tercica does not have a formal policy regarding its directors attendance at annual
meetings of stockholders, but Tercica encourages its directors to attend annual meetings of stockholders. Each of
Tercica's directors at the time attended the 2007 Annual Meeting of Stockholders, except for Mr. Bélingard.

Directors are elected by a plurality of the votes properly cast in person or by proxy. The three nominees
receiving the highest number of affirmative votes will be elected. Proxies may not be voted for more than three
directors. Shares represented by executed proxies will be voted, if authority to do so is not withheld, for the
election of the three nominecs named below. If any nominee becomes unavailable for clection as a result of an
unexpected occurrence, your shares will be voted: for ihe election of a substitute nominee proposed by the
Corporate Governance and Nominating Committee of Tercica’s Board of Directors, subject to Tercica’s
obligations under the affiliation agreement with Ipsen. Each person nominated for election has agreed to serve if
elected, and Tercica has no reason to believe that any nominee will be unable to serve.

The following is a brief biography of each nominee and each director whose term will continue after the
Annual Meeting. :

Nominces for Election for a One-Year Term Expiring at the 2009 Annual Meeting
Ross G. Clark, Ph.D), '

Dr. Ross G. Clark, age 57, has served as Tercica’s Chief Technical Officer since May 2002 and as a member
of Tercica's Board of Directors since December 2001. From December 2001 to August 2003, Dr. Clark served as
Chairman of Tercica’s Board of Directors. From December 2001 1o February 2002, Dr. Clark served as Tercica’s
Chief Executive Officer and President. Dr. Clark founded Tercica Limited, Tercica's predecessor company in
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New Zealand, in September 2000. Since September 1997, Dr. Clark has served as Professor of Endocrinology at
the University of Auckland. From Octcber 1997 to January 2000, Dr. Clark served as Chief Scientist for
NeuronZ Limited, a New Zealand biotechnology company. In July 1999, Dr, Clark served as a board member of
Vial.actia Biosciences (NZ) Ltd, a biotechnology subsidiary of the New Zealand Dairy Board. From 1990 to
1997, Dr. Clark served as a sentor scientist for Genentech, Inc., a biotechnology company. Dr. Clark received his
B.Sc., Dip.Sci. and Ph.D. degrees in velerinary physiology from Massey University, New Zealand.

Faheem Hasnain

Mr. Faheem Hasnain, age 49, has served as a member of Tercica’s Board of Directors since February 2008.
Mr. Hasnain has served as Executive Vice President, Oncology/Rheumatology Strategic Business Unit of Biogen
Idec Inc., a biotechnology company, since October 2007. Prior to that, Mr. Hasnain served as Senior Vice
President, Oncology Rheumatology Strategic Business Unit from February 2007 to October 2007 and as Senior
Vice President, Oncology Strategic Business Unit from October 2004 to February 2007. Prior to that,
Mr. Hasnain served as President, Oncology Therapeutics Network at Bristol-Myers Squibb from March 2002 to
September 2004, From January 2001 to February 2002, Mr. Hasnain served as Vice President, Global eBusiness
at GlaxoSmithKline and prior to 2000 served in key commercial and entrepreneurial roles within
GlaxoSn‘uthKlme and its predecessor organizations, spanning global eBusiness, international commercial
operations, sales and marketing. Mr. Hasnain received a BH.K. and B.Ed. from the University of Windsor
Ontario in Canada.

David L. Mahoney

Mr. David L. Mahoney, age 53, has served as a member of Tercica’s Board of Directors since October 2004,
Mr. Mahoney served as co-Chief Executive Officer of McKesson HBOC, Inc., a supply, information and care
management products and services company, and Chief Executive Officer of iMcKesson LLC, a healthcare
information and connectivity company, from July 1999 to February 2001. He joined McKesson Corporation in
1990 as Vice President for Strategic Planning. From 1981 to 1990, Mr. Mahoney was a principal with
McKinsey & Company, a management consulting firm. Mr. Mahoney also serves on the Board of Directors of
Corcept Therapeutics, a pharmaceutical company, and Symantec Corporation, an .information and security
software and applications company. Mr. Mahoney has a B.A. degree in English from Princeton University and an
M.B.A. from Harvard University.

THE BOARD OF DIRECTORS UNANIMOQUSLY
RECOMMENDS A VOTE “FOR” EACH NAMED NOMINEE

Directors Continuing in-Office Until the 2009 Annual Meeting
Alexander Barkas, Ph.D. '

Dr. Alexander Barkas, age 60, has served as Chairman of Tercica’s Board of Directors since August 2003
and has served as a member of Tercica’s Board of Directors since May 2002. Since June 1997, Dr. Barkas has
served as a managing member of Prospect Management Co., LLC, a venture capital management company. From
1991 to 1997, he was a partner at Kleiner Perkins Caufield & Byers, a venture capital management company.
From 1994 10 1995, he served as Chairman of the board of directors of Connetics Corporation, a pharmaceutical
company. From 1993 to 1994, Dr. Barkas also served as Chief Executive Officer and President of Connetics
Corporation. Dr. Barkas served as Chief Executive Officer of Geron Corporation, a biotechnology company,
from 1992 to 1993, and has been Geron Corporation’s Chairman of the board of directors since 1993. From 1989
to 1991, Dr. Barkas was a founder and served as the Chief Executive Officer of BioBridge Associates, a health
care consulting firm. He currently serves as a director for Geron Corporation and Amicus Therapeutics, Inc., a
biopharmaceutical company. Dr. Barkas received his B.A. degree in biology from Brandeis Umvers1ly and his
Ph.D. in biology from New York University.
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Mark Leschly

Mr. Mark- Leschly, age 39, has served as a member of Tercica’s Board of Directors since July 2003. Since
July 1999, Mr. Leschly has been a managing partner with Rho Capital Partners, Inc., an investment and venture
capital management company. From 1994 to July 1999, Mr. Leschly was an associate and then a general partner
of Healthcare Ventures L.L.C., a venture capital management company. From 1991 to 1993, Mr. Leschly served
as a consultant for McKinsey & Company, a management consulting company. Mr. Leschly is curremly a
director of Verenium Corporation, an alternative energy company, Senomyx, Inc., a biotechnology company, and
NitroMed, Inc., a biotechnology company. He received his B.A. degree in history from Harvard Umversuy and
his M.B.A. from the Stanford Graduatc School of Business.

Directors Continuing in Office Until the 2010 Annual Meeting
John A. Scarlett, M.D.

Dr. John A. Scarlett, age 57, has served as Tercica's Chief Executive Officer and as a member of Tercica’s
Board of Directors since February 2002. From February 2002 until February 2007; Dr. Scarlett also served as
Tercica’s President. From March 1993 to May 2001, Dr. Scarlett served as President and Chief Executive Officer
of Sensus Drug Development Corporation, a development stage pharmaceutical compainy. In 1995, he .
co-founded Covance Biotechnology Services, Inc., a biotechnology contract manufacturing company, and served
as a member of its board of directors from inception to 2000. From 1991 to 1993, Dr. Scarlett headed the North
American Clinical Development Center and served as Senior Vice President of Medical and Scientific Affairs at
Novo Nordisk Pharmaceuticals, Inc., a wholly owned subsidiary of Novo Nordisk A/S, a pharmaceutical
company. From 1985 to 1990, Dr. Scarlett served as Vice President, Clinical Affairs and headed the clinical
development group at Greenwich Pharmaceuticals, Inc., a pharmaceutical company. -From 1982 to 1985,
Dr. Scarlett served as Associate Director and, subsequently, as Director, of Medical Research and Services at
Ortho-McNeil Pharmaceuticals, a wholly owned subsidiary of Johnson & Johnson. Dr. Scarlett received his B.A.
degree in chemistry from Earlham College and his M.D. from the University of Chicago, Pritzker School of
Medicine.

Karin Eastham

‘Ms. Karin Eastham, age 58, has served as a member of Tercica’s Board of Directors since December 2003.
Since May 2004, Ms. Eastham has been Executive Vice President and Chief Operating Officer, and as a member
of the Board of Trustees, of the Burnham Institute for Medical Research, a non-profit corporation engaged in
basic biomedical research. From April 1999 to May 2004, Ms. Eastham served as Senior Vice President, Finance,
Chief Financial Officer, and Secretary of Diversa Corporation, a genomic technology company. She previously
held similar positions with CombiChem, Inc., a computational chémistry company, and Cytel Corporation, a
biopharmaceutical company. Ms. Eastham also held several positions, including Vice President, Finance, at
Boehringer Mannheim Corporation, from 1976 to 1988. Ms. Eastham also serves as a director for Amylin
Pharmaceuticals, Inc., Mlumina, Inc., and SGX Pharmaceuticals, Inc. Ms. Eastham received a B.S. and an M.B.A.
from Indiana University and is a Certified Public Accountant and a Certified Director.

Christophe Jean

Mr. Christophe Jean, age 52, has served as a member of Tercica’s Board of Directors since October 2006.
Since May 2003, Mr. Jean has served as Executive Vice President and Chief Operating Officer of Ipsen. Mr. Jean
joined Ipsen in September 2002, and was initially in charge of creating Ipsen’s strategic planning and strategic
marketing departments. From 2000 until September 2002, Mr. Jean served as Chairman and Chief Executive
Officer of Pierre Fabre Mdicament, S.A_, a pharmaceutical company Prior to that, Mr. Jean served in varioils
capacities with Ciba-Geigy AG and then w1th Novartis Pharma AG after the merger of Ciba-Geigy and Sandoz
AG. Mr. Jean is also a director of ExonHit Therapeutics S.A. (France). Mr. Jean received an M.B.A. from
Harvard University.
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Independence of the Board of Directors

The NASDAQ Stock Market listing standards require that a majority of the members of a listed company’s
Board of Directors qualify as “independent,” as affirmatively determined by the Board of Directors. After review
of all relevant transactions or relationships between each director, or any of his or.her family members, and
Tercica, its senior management and its independent registered public accounting firm, Tercica’'s Board of,
Directors has affirmatively determined that each of Dr. Barkas, Ms. Eastham, Mr. Hasnain, Mr. Leschly and

" Mr. Mahoney is an independent director within the meaning of the applicable NASDAQ listing standards. Each
T member of Tercica’s Compensation Committee and Corporate Governance and Nominating Comumittee is
s independent (as independence is currently defined in Rule 4200(c)(15) of the NASDAQ listing standards) and

each member of the Audit Committee is independent (as independence is currently defired in Rule
4350(d)(2)(A)(i) and (ii) of the NASDAQ listing standards).

Information Regarding the Board of Directors and its Committees

1V

:

. The Board has four standing .committees: an Audit Committee, a Compensation Committee, a Corporate
Governance and. Nominating Committee and a Strategic Planning Committee. Each of these commitees has a
written charter approved by Tercica’s Board of Directors. The following table provides membership and meeting
J"j information for fiscal 2007 for each of the Board of Directors committees: -

o

%5
:
Jl

EEATt
‘gf%’ﬁ%% i
A A 2

x;

-y
I
A

Corporate  Strategic

Name - ) : Audit Compensation Governance - Planning

Alexander Barkas, Ph.D. .. ... .. .. .. . . X CX*

Jean-Luc Bélingard (1) ........ ... .. .. ... ... .. S ‘ X

KarinEastham . ..... .. .. . e X* X.

Dennis Henner, Ph,DA(2) .. ... ...... ... ... ... . ...... e X* X
".ChrlstopheJean...............- .......... e . X

Mark Leschly(3) ....... ... 0 i n e, .. X X X

David L. Mahoney ........ ... ...ccieviiiiiiiinianann. X. X '

John A. Scarlett, M. D. .. ... ‘ X

Total meetings in fiscal year 2007 ............ ... ... ... . ..., 5 3 2 1

*  Committee Chairperson
(1) Mr, Bélmgard resigned form Tercica’s Board of Directors effectlve October 1, 2007.

(2) Dr. Hennrer resigned from Tercica’s Board of Directors effccuve February 27, 2008. On February 27 2008,
the Board, upon recommendation of the Corporate Governance and Nominating Committee, elected
Mr, Hasnain to fill the vacancy created by Dr. Henner’s resignation. Mr. Hasnain was also appointed to
serve on the Audit Committee and Compensation Committee in connection with his election to the Board.

(5) In connection with Mr. Hasnain’s appointment to the Audit Committee in February 2008, Mr. Leschly
stepped down as a member of the Audit Commlttee and was appointed Chair of the Compensation
Commmee ‘

Below is a description of each standing committee of Tercica’s Board of Directors. Tercica’s Board of
Directors has determined that each memberof the Audit, Compensation Committees and Corporate Governance
and Nominating Commitiee meets the applicable rules and regulations regarding “independence” and that each
member is free of any relationship that would interfere with his or her individual exercise of independent
Judgment with regard to Tercica.

Audit Committee

The Audit Commitiee of the Board of Directors oversees Tercica’s corporate accoummg and . financial
reporting processes and audits of Tercica’s financiat statements. For this purpose, the Audit Committee performs
several functions. [n particular, the Audit Committee:

*  appoints, retains and determines the compensation for Tercica’s independent registered public
accounting firm;

14
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+ reviews and approves the retention of Tercica’s independent registered public accounting firm to
perform any proposed permissible non-audit services;

* oversees and monitors:
* the integrity of Tercica’s financial statements,

» Tercica’s compliance with legal and regulatory requirements as they relate to financial statements or
accounting tnatters,

« the qualifications, independence and performance of Tercica’s independent registered public
accounting firm, and

'

« Tercica’s intemal accounting and financial controis;

« provides the Board of Directors with the results of its momtonng 'and recommendations, as well as
additional information and materials as it deems nccessary to make the Board of Directors aware of
significant financial matters that require the attention of the Board of Directors;

+ oversees compliance with Tercica’s Code of Business Conduct and Ethics for Tercica’s directors,
officers and other employees relating to matters of internal accounting controls, disclosure controls or
auditing matters; .

+ confers with management and Tercica’s independent registered public accounting firm regarding the
effectiveness of Tercica’s internal control over financial reporting;

- . establishes procedures; as required under applicable law, for the receips, retention and treatment of
complaints received by Tercica regarding accounting, internal accounting controls or auditing matters
and procedures for the confidential and anonymous submission by employees of concerns regarding
questionable accounting or auditing matters; and

« meets to review Tercica’s annual audited financial statements and quarterly unaudited financial
statements with management and Tercica’s independent registered public accounting firm, including
reviewing Tercica’s disclosures under “Management’s Discussion and Analysis of Financial Condition

; : and Results of Operations.”
13

Three directors currently comprise the Audit Committee: Ms. Eastham, Mr. Hasnain and Mr. Mahoney.
From January 2007 to February 2008, the Audit Committee was compnsed of Ms. Eastham, Mr. Leschly and
Mr. Mahoney. Mr. Hasnain joined the Audit Committee upon his election to the Board in February 2008. The
Audit Committee has adopted a written charter that is available to stockholders in the Corporate Governance
section of Tercica’s website at htip/investor.tercica. com/govemance/mdex cfm. Tercica’s Board of Directors
has reviewed the NASDAQ listing standards definition of independence for audit committee members and has
determined that all members of Tercica’s Audit Committee are independent (as independence is currently defined
in Rule 4350(d)(2)(A)(1) and (ii) of the NASDAQ listing standards). Tercica’s Board of Directors has also
determined that Ms. Fastham qualifies as an “audit committee financial expert,” as defined in applicable SEC
rules,
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Report of the Audit Committee of the Board of Directors(1)

The Audit Committee has reviewed and discussed the audited financial statements for the fiscal year ended )
December 31, 2007 with Tercica’s management. The Audit Commitiee has discussed with the independent
auditors the matters required to be discussed by the Statement on Auditing Standards No. 61, as amended
(AICPA, Professional Standards, Vol. 1. AU section 380), as adopted by the Public Company Accounting
Oversight Board or PCAOB, in Rule 3200T. The Audit Committee has also received the written disclosures and
the letter from the independent accountants required by the Independence Standards Board Standard No. |,
(Independence Discussions with Audit Committees), as adopted by the PCAOB in Rule 3600T and has discussed
with the independent accountants the independent accountants’ independence. Based on the foregoing, the Audit
Committee has recommended to Tercica’s Board of Directors that the audited financial statements be included in
Tercica’s Annual Report in Form 10-K for the fiscal year ended December 31, 2007. The Audit Committee has
also retained, subject to stockholder ratification described in Proposal 2, Ernst & Young LLP as Tercica’s
independent registered public accouating firm for the fiscal year ending December 31, 2008.

' AUDIT COMMITTEE

Karin Eastham, Chair -
Faheem Hasnain =
,David L. Mahoney

(1) The material in this report is not “soliciting matenial,” is not deemed “filed” with the SEC and is not to be

. incorporated by reference into any filing of Tercica under the Securities Act of 1933, as amended, or the

Securities Exchange Act of 1934, as amended, whether made before or after the date hereof and irrespective

of any general incorporation language in any such filing, except to the extent that Tercica. specifically
incorporates this report by reference in any such filing. -

Compensation Committee .

The Compensation Committee of Tercica’s Board of Directors approves and evaluates the overall
compensation plans, policies and programs for Tercica. Among other things, the Compensation Commiltee:

+ ‘reviews and makes recommendations to the Board of Directors regarding general compensation goals
and guidelines for employees and the criteria by which bonuses to employees are determined;

* reviews and makes recommendations.to Tercica’s Board of Directors for the Chief Executive Officer
and reviews and approves for Tercica’s other executive officers, the following: . .

+ annual base salary,

. annual incentive bonus, including 'Ihc. specific go'al.s and. amount,

*  equity compensation;’

* employment agreements, severance arrangements, and change in control agreements and provisions, and
* any other benefits, compensation, compensation policies or arrangements;

* reviews and makes recommendations to the Board of Directors regarding the compensation policy for
such other officers as directed by the Board of Directors; and

» administers Tercica’s current stock plans and makes recommendations to the Board of Directors with
respect to amendments to the plans, changes in the number of shares reserved for issuance thereunder
and regarding other plans proposed for adoption.

Three directors currently comprise the Compensation Committee: Mr. Hasnain, Mr. Leschly and
Mr. Mahoney. From January 2007 to February 2008, the Compensation Committee was comprised of
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Dr. Henner, Mr. Leschly and Mr. Mahoney. In February 2008, Dr. Henner resigned from the Board of Directors
and all committees thercof and Mr, Hasnain was appointed to the Compensation Committee upon his election to
the Board of Directors. Al members of Tercica’s Compensation Committee are independent (as independence is
currently defined in Rule 4200(a)(15) of the NASDAQ listing standards). The Compensation Committee has
adopted a written charter that is available to stockholders in the Corporate Governance section of Tercica’s
website at http:/finvestor.tercica.com/governance/index.cfm.

Compensation Committee Processes and Procedures

Typically, the Compensation Committec meets three times annually and with greater frequency if necessary.
The agenda for each meeting is usually developed by the Chair of the Compensation Committee, in consultation

RS
SR

bR with the head of the Human Resources group and the Chief Executive Ofﬁcer._ From time to time, various
g members of management and other employees as well as outside advisors or consultants may be invited by the
:‘%%i}{ Compensation Committee to make presentations, provide financial or other background information or advice or
e otherwise participate in Compensation Committee meetings. The Chief Executive Officer may not participate in

or be present during any deliberations or determinations of the Compensation Commiitee regarding his
compensation. The Compensation Committee has the sole authority to retain and terminate any compensation
consultant to be used by Tercica to assist in the evaluation of executive officer compensation and has the sole
authority to approve the consultant’s fees and other retention terms. The Compensation Committee also has the
authority to obtain advice and assistance from internal or external tegal, accounting or other advisors. Under its
charter, the Compensation Committee may form, and delegate authority to, subcommittees, as appropriate. To
date, the Compensation Committee has not delegated authority to any such subcommittees. The Board of
Directors has delegated to Tercica’s Chief Executive Officer the authority to grant stock options to employees
below the ievel of vice president as long as such grants are below 25,000 shares. Such stock options are granted
upon an employee’s first day of employment with Tercica.

Ay
r

During 2007 and 2008, the Compensation Committee engaged Towers Perrin, a compensation and benefits
consulting expert, to supply information regarding compensation of executive officers and directors. The
compensation and benefits consulting expert was generally known to members of the Compensation Committee
z as a recognized top-tier independent compensation consultant. The work that Towers Perrin performed for the
i Compensation Committee for 2007 .and 2008 is discussed under the caption “Executive Compensation—
|
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Compensation Discussion and Analysis.”

Historically, the Compensation Commitiee has made the most significant adjustments to annual compensation
and determined bonus and stock incentive awards at one or more meetings held during the first quarter of the year;
however, the Compensation Committee also considers matters related to individual compensation, such as
compensation for new executive hires and promotions, at various meetings throughout the year. The Compensation
Committee’s process comprises the determination of executive officers’ compensation levels, and the Compensation
Committee makes a recommendation to the Board of Directors regarding the compensation level for Tercica’s Chief
Executive Officer. For executives other than the Chief Executive Officer, the Compensation Committee typically
solicits and considers evaluations and recommendations submitted to the Committee by the Chief Executive Officer.
In the case of the Chief Executive Officer, an initial evaluation of his performance is conducted by the Compensation
Committee, which recommends to the Board of Directors any adjusiments to his compensation as well as any awards
to be granted. The Compensation Committee also periodically reviews the level and form of director compensation.
Any changes to director compensation are proposed by the Compensation Committee, with the input of Tercica’s
Chief Executive Officer, to the Board of Directors for consideration and approval. In April 2008, following the
recommendation of the Compensation Committec with input from Tercica’s Chicf Executive Officer, the Board
approved changes 10 the level and form of director compensation, cffective April 1, 2008, as described in more detail
under “Compensation of Directors.” For all executives and directors, as part of its deliberations, the Compensation
Committee may review and consider, as appropriate, materials such as financial reports and projections, operational
data and performance, executive and director stock ownership information, company stock performance data,
analyses of historical executive compensation levels and cument company-wide compensation levels, and
recommendations of the independent compensation consultant, inciuding analyses of executive and director
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compensation paid at other companies identified by the consultant. In the case of director compensation, the
Compensation Committee considers both direct and indirect forms of compensation.

I

X

_»%“_,

roveh)

The specific determinations of the Compensation Committee with respect to executive compensation for
fiscal 2007 and fiscal 2008 are described in greater detail under the caption “Executive Compensation—
Compensation Discussion and Analysis.”

T ¥

Compensation Committee Interlocks and Insider Participation

In 2007, three directors comprised Tercica’s Compensation Committee: Dr. Henner, Mr. Leschly and
Mr. Mahoney. Upon Dr. Henner’s resignation from Tercica’s Board of Directors in February 2008, Mr, Hasnain
was appointed to the Board of Directors and the Compensation Cornmittee. No member of the Compensation
Committee is or was formerly an officer or employee of Tercica. None of Tercica’s executive officers serves as a
member of the board of directors or compensation committee of any entity that has one or more executive
officers who serve on Tercica’s Board of Directors or Compensation Committee.

Compensation Committee Reportgl)

" The Compensation Committee has reviewed and discussed with management the Compensation Discussion ~
and Analysis contained in this proxy statement. Based on this review and discussion, the Compensation
Committee has recommended to the Board of Directors that the Compensation Discussion and Analysis be
included in this proxy statement and incorporated into Tercica’s Annual Report on Form 10-K for the fiscal year
ended December 31, 2007, '

COMPENSATION COMMITTEE

Mark Leschly, Chair
Faheem Hasnain
David L. Mahoney

(1} The material in this report is not “soliciting material,” is not deemed “filed” with the SEC and is not to be
incorporated by reference into any filing of Tercica under the Securities Act of 1933, as amended, or the
Securities Exchange Act of 1934, as amended, whether made before or after the date hereof and irrespective
of any general incorporation language in any such filing, except to the extent that Tercica specifically
incorporates this report by reference in any such filing. =~
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Corporate Governance and Nominating Cemmittee

The Corporate Governance and Nominating Committee of Tercica’s Board of Directors is responsible for,
among other things: ‘ ' g

* " reviewing the Board of Directors structure, composition and practices, and making recommendations on
these matters to the Board of Directors;

* reviewing, soliciting and making recommendations to the Board of Directors and the stockholders with
respect to candidates for election to the Board of Directors;

» overseeing compliance with Tercica’s Code of Business Conduct and Ethics for Tercica’s directors,
officers and other employees relating to matlers other than internal accounting controls, disclosure
controls or auditing matters; ‘

* overseeing and monitoring Tercica’s compliance with legal and regulatory requirements, except as
compliance relates to financial statements or accounting matters; and

* reviewing with management any correspondence with regulators or governmental agencies and any
employee complaints or published reports that raise material issues with respect to all matters other than
with respect to Tercica’s financial statements or accounting policies.
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Three directors cuirently comprise the Corporate Governance and Nominating Committee: Dr. Barkas,
Ms. Eastham and Mr. Leschly. All members of the Corporate Governance and Nominating Committee are
independent (as independence is currently defined in Rule 4200(a)(15) of the NASDAQ listing standards). The
Corporate Governance and Nominating Committee has adopted a written charter that is available to stockholders
in the Corporate Governance section of Tercica’s website al-hstp:/investor.tercica.com/governance/index.cfm.

The Corporate Governance and Nominating Committee is responsible for the recruitment of new Board
members. Invitations to join the Board of Directors are extended by the Chairman of the Board of Directors on
behalf of the entire Board. With respect to Board qualifications, the Corporate Governance and Nominating
‘fgt Committee takes into consideration: applicable laws and regulations (including those of NASDAQ), skills,

| :%;j experience, integrity, ability to make independent analytical inquiries, understanding of Tercica’s business and
I ‘;‘?‘ - business environment, willingness to devote adequate time and effort to Board responsibilities, diversity, age and
:%wf other relevant factors that vary depending on the specific needs of the Board of Directors at any particular time.
?é%‘xa In addition, under the affiliation agreement with Ipsen, nominces for director wh%,_;.ﬁ;&;déhher members of
%‘}:‘};ﬁ management nor Ipsen designees must be independent for NASDAQ purposes, based upon NASDAQ listing

25 3 standards, and must have an outstanding reputation for personal integrity and distinguished achievement in areas

&; ’iﬁ:% relevant to Tercica’s business. The Corporate Governance and Nominating Committee reviews candidates for

director in the context of the then-current compaosition, skills and expertise of the Board of Directors, Tercica's -
o operating requircments and its obligations under the affiliation agreement with Ipsen, and’ the interests of
’@5; stockholders. In the case of incumbent directors whose terms of office arc set to expire, the Corporate

Govemance and Nominating Committee discusses such directors and makes a recommendation to the Board of
Directors regarding their being nominated for election to the Board of Directors, including based on whether such
directors are required to be nominated for election’ to the Board of Directors pursuant to the terms of the
affiliation agreement with Ipsen. In the case of new director candidates, the Corporate Governance and
Nominating Commiitee determines whether nominees must be independent for NASDAQ purposes, based upon
NASDAQ listing standards and applicable SEC rules and regulations, and whether nominees meet the criteria set
forth under the affiliation agreement with Ipsen. The Corporate Governance and Nominating Committee then
identifies potential candidates, for which purpose it may, if it deems appropriate, engage a professionat search
firm. To date, Tercica has not paid a fee to any third party 1o assist in the process of identifying or evaluating
director candidates. The Corporate Governance and Nominating Committee conducts any appropriate and
necessary inquiries into the backgrounds and qualifications of possible candidates after considering the functions
and needs of the Board of Directors and Tercica's obligations under the affiliation agreement with Ipsen. The
Corporate Governance and Nominating Committee meets to discuss and consider such candidates’ qualifications.
The Committee, Chiel Executive Officer and Chairman then interview candidates that the Corporate Governance
and Nominating Committee believes have the requisite background, before recommending a nominee to the
Board of Directors, which will then vote on the nominee. '

The Corporate Governance and Nominating Committee will consider, but not necessarily recommend to the
Board of Directors, director candidates recommended by stockholders. The Corporate Govemance and
Nominating Committee does not intend to alter the manner in which it evaluates candidates based on whether the
candidate was recommended by a stockholder or not. However, Ipsen has certain rights with respect 1o the
nomination of directors pursuant to the terms of the affiliation agreement with Ipsen as described elsewhere in
this proxy statement. Stockholders who wish to recommend individuals for consideration by the Corporate
Govemance and Nominating Committee to become nominees for election to the Board of Directors may do so by
delivering a written recommendation by certified mail only, c/o the Chairman or Secretary, at the following
address: Tercica, Inc., 2000 Sierra Point Parkway, Suite 400, Brisbane, CA 94005. Recommendations must be
delivered no sooner than 120 and no later than 90 days prior 1o the anniversary date of the mailing of Tercica’s
proxy statement for the last annual meeting of stockholders. Tercica intends to mail this proxy statement on or
about April 30, 2008, to all stockholders of record entitled to vote at the Annual Meeting. Accordingly, for the
2009 Annual Meeting of Stockholders, your recommendation must be received not later than the close of
business on January 30, 2009, nor earlier than the close of business on December 31, 2008. Submissions must
include the full name of the proposed nominee, a description of the proposed nominee’s business experience for
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at least the previous five years, complete biographical information, a description of the proposed nominee’s
qualifications as a director and a representation that the nominating stockholder is a beneficial or record owner of
Tercica’s stock. Any.such submission must be accompanied by the writlen consent of the proposed nominee to
be named as a nominee and to serve as a director if elected. To date, the Corporate Governance and Nominating
Committee has not received a timely recommended director nominee from a stockholder or stockholders holding
more than 5% of Tercica’s voting stock other than pursuant to Ipsen’s designation rights under the affiliation
agreement with Ipsen, :

Strategic Planning Committee

The Strategic Planning Committee of Tercica’s Board of Directors was established in October 2006. Three
directors currently comprise the Strategic Planning Committee: Dr. Barkas, Mr. Jean and Dr. Scarlett. From
January 2007 to October 2007, five directors comprised the Strategic Planning Committee: Dr. Barkas,
Mr. Bélingard, Dr. Henner, Mr. Jean and Dr. Scarlett, and from October 2007 to February 2008, four directors
comprised the Strategic Planning Committee: Dr. Barkas; Dr. Henner, Mr. Jean and Dr. Scarlett. In October 2007
and February 2008, Mr: Bélingard and Dr. Henner, respectively, resigned:from the Board of Directors and all
committees thereof. The Strategic Planning Committee is responsible for, among other things:

+  reviewing all strategic issues affecting Tercica with regard to research and development, industrial,
manufacturing, commercial and financial matters, as well as al] alliances and partnerships;

* reviewing and recommending to the Board of Directors an annual three-year strategic plan;

* reviewing Tercica’s operating plans and allocation of resources aﬁ_d its relationship to Tercica’s strategic
plans, and making recommendations thereto;

* reviewing any,major investment, asset sale, restructuring, alliance or partnership project; and

*  submitting reports, proposals and recommendations to the Board with respect to the foregoing.

Meetings of the Board of Directors

The Board of Directors met nine times during the last fiscal year. Each Board member attended 75% or
more of the aggregate of the meetings of the Board and of the committees on which he or she served, held during
the peried for which he or she was a director or committee member, respectively.

Stockholder Commaunications With the Board of Directors

Tercica’s Board of Directors has adopted a formal process by which steckholders may communicate with
the Board of Directors or any of its-individual directors. Stockholders may send written commaunications to the
Board of Directors or any of the directors, by certified mail only, c/o Chairman or Secretary, Tercica, Inc., 2000
Sierra-Point Parkway, Suite 400, Brisbane, CA 94005. All such written communications will be compiled by the
Chairman or Secretary of Tercica.and submitted to the full Board, or the individual directors, as the case may be,
within a reasonably timely period.

Code of Business Conduct and Ethics

Tercica’s Code of Business Conduct and Ethics (which includes code of ethics provisions applicable to
Tercica's directors, principal executive officer and principal financial officer) is available in the Corporate
Governance section of Tercica's website af http:/investor.tercica.com/governance/index.cfm. Tercica intends to
satisfy the disclosure requirement under Item 5.05 of Form 8-K regarding an amendment to, or waiver from, a
provision of the Code of Business Conduct and Ethics by posting such information on its website at the address
and the location specified above, Copies of Tercica’s Code of Business Conduct and Ethics are also available
without charge by contacting Tercica’s Investor Relations depariment at {650} 624-4949,
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PROPOSAL 2

RATIFICATION OF SELECTION OF INDEPENDENT
REGISTERED PUBLIC ACCOUNTING FIRM =

The Audit Committee of the Board of Directors has sclected Emst & Young LLP as Tercica’s independent
regxsterecl public accounting firm for the fiscal year ending December 31, 2008, and the Board of Directors has
directed management to submit the selection of Emst & Young LLP as Tercica’s independent registered public
accounting firm for ratification by the stockholders at the Annual Meeting. Emst & Young LLP has audited
Tercica’s financial statements ‘since its mceptmn in 2000. Representatives of Ernst & Young LLP are expected to
be present at the Annual Meeting. They will have an opportunity to make a statement if they so desire and will be
available to respond to appropriate guestions.

Neither Tercica’s amended and restated bylaws nor other governing documents or law require stockholder
ratification of the selection of Ernst & Young LLP as Tercica’s independent registered public accounting firm.
However, the Board of Directors, on behalf of the Audit Committee, is submmmg the selection of Emst &
Young LLP-to the stockholders for ratification as a matter of good corporate’ practice: If the stockholders fail to
ratify the selection, the Audit Committee will reconsider whethef ornot to retain that firm. Even if the selection
is ratified, the Audit Committee in its discretion may direct the appointment of a dlfferent mdependent reglstered
pubhc accounting firm at any time during the year. if 1t ‘determines that such a change would be in lhe best
lnterests of Tercma and its slockholders

* Stockhotder approval of this Proposal 2 requires a “For” vote from at least a majority of the shares
represented and voting either in person or by proxy at'the Annual Meeting on this Proposal 2 (which shares
‘votmg “For” also constitute at least a majority of the requu'ed quorum).

ON BEHALF OF THE AUDIT COMMITTEE, THE BOARD OF DIRECTORS
UNANIMOUSLY RECOMMENDS A VOTE “FOR” PROPOSAL 2

Principal Accountant Fees and Services

The following table represents aggregate fees billed to Tercica for the fiscal years ended December 31, 2007
and 2006, by Ernst & Young LLP, Tercica's independent registered public accounting firm:

Fiscal Year Ended
December 31,

2007 2006
Audit Fees (1) ..t e $724,000  $916,000
Audit-Related Fees (2) . ... - —
Tax Fees (3) .ot e e e e 4,000 45,000
AllOtherFees (4) ... ... i e — —
Total oS . oottt e e $728.000  $961,000

(1) Audit Fees. Consists of fees billed for professional services rendered for the audit of Tercica’s financial
statements and review of the interim financial statements included in quarterly reports, and services that are
normally provided by Ernst & Young LLP in connection with statutory and regulatory filings or engagements.
Fiscal 2006 audit fees have been revised to reflect additional fees billed by Emst & Young LLP after Tercica’s
proxy statement for the 2007 Annual Meeting of Stockholders was filed with the SEC on April 18, 2007.

(2) Audit-Related Fees. Consists of fees billed for assurance and related services that are reasonably related
to the performance of the audit or review of Tercica’s financial statements and are not reported under “Audit
Fees.” There were no audit-related fees billed to Tercica for services rendered during fiscal 2007 and fiscal 2006.
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{3) Tax Fees. Consists of fees billed for professional services for federal and state tax compliance, tax
planning and tax advice, which consists of technical tax consulting. During fiscal 2007, the service was for
federal tax compliance. During fiscal 2006, these servrces mcluded federal and state tax compliance, tax planning
and tax advice.

(4) All Other Fees. Consists of fees for products and services other than the services described above
During fiscal 2007 and ﬁscal 2006, Ernst & Young LLP did not provrde any such products or services o Tercica.

All fees described above were pre-approved by. lhe Audit Committee in accordance w1th the Audit
-Commmee pre-approval policies and procedures

Pre-AppmvaI Policies and Procedures

 Tercica’s Audit Committee, or the Audit Committee chmrperson pre- approves all aud:t and permissible
non-audit services provided by Ernst & Young LLP, Tercica’s independent reglst.ered public accountmg firm.
These services may include audlt services, audit-related services, tax services and other services. Prior to
engaging Emst & Young LLP 1o render an audit. or permissible non- -audit servrce the Audit Commrtlee or the
Audit Committee chairperson, specifically approves the engagement of Emst & Young LLP to render that -
service. When the Audit Committee chairperson pre-approves any services, the“Audit Comrmttee is, advrsed
immediately and at its next scheduled meeting, the Audit Committee ratifies any services pre- approved by the
Audit Committee chairperson. Accordingly, Tercica does not engage Emst & Young LLP to render audit or
permissible non-audit services pursuant to pre-approval policies and procedures or otherwise, unless the
engagement to provide such services has been approved by Tercica’s Audit Committee, or.the Audit Committee
chaererson in advance. Tercica’s Audit Committee has determined that the rendering of. the services other than
audit services by Emst & Young LLP is compatible with maintaining the principal accountant’s independence.
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‘ PROPOSAL 3

APPROVAL OF THE TERCICA, INC.
AMENDED AND RESTATED 2004 STOCK PLAN

Tercica is requesting that stockholders approve the adoption of the Tercica, Inc. Amended and Restated
2004 Stock Plan, also referred to as the Amended 2004 Plan, which was adopted by Tercica’s Board of Directors
on February 26, 2008, subject to stockholder approval The Amended 2004 Plan was adopted as an amendment
and. restatement of the Tercica, .Inc. 2004 Stock Plan, also referred to as the Current 2004 Plan, which was
adopted by Tercica’s Board of Directors in September 2003 and was subsequently approved by.Tercica’s
stockholders. The Current 2004 Plan was amended in September 2006 to effect certain technical amendments to
the Current 2004 Plan and was further amended in February 2008 to permit-the grant of restricted stock units.
Prior to such February 2008 amendment, the Current 2004 Plan provuicd for the grant of restricted stock awards
but not restricted stock unit awards. - -, - o

The Amended 2004 Plan was adopted; subject to stockholder approval; to effect the following changes to

3
g Tl
o

A

s the Current 2004 Plan:
o » increase the limitation by which the share reserve under the Amended 2004_Plan may be automatically

increased each year from 1,250,000 shares to a maximum of 1,750,000 shares;

limit the maximum number of shares that'may be issued upon the exercise of incentive stock options
under the Amended 2004 Plan to 50,000, 000 shares, <o

. perrmt shares uscd to. .pay the exercise price of an award or to satisfy the tax w1thhold1ng obllgatlons
- related to an award to become available for issuance under the Amended 2004 Plan;

+ revise the formula' grants 'in effect for continuing outside dll‘CCtO[‘S at each annual meetmg of
stockholders beginning with this Annual Mcctmg, as follows: '

* increase the number of options granted automauoally to the Chairman of the Board at each annual
meeting from 22,500 shares to 26,668 shares;

* increase the number of options granted automatically to all outside directors except the Chairman of
the Board at each annual meeting from 11,250 shares to 13,334 shares;

+ automatically grant restricted stock units covering 6,606 shares:to the Chairman of the Board at cach
+ annual meeting of stockholders; and :

»  automatically grant restricted stock units covering 3,333 shares to all outside directors except the
Chairman of the Board at each annual meeting of stockholders;

. extend the termination date of the Amended 2004 Plan to February 25, 20]8 and

. effect various technical amendments to facilitate admmlslrauon of the Amended 2004 Plan, and
maintain its compliance with applicable law and regulations.

The Board adopted the Amended 2004 Plan to ensure that Tercica will have a sufficient number of shares to
continue to utilize a broad array of equity incentives for securing and retaining the services of Tercica’s
employees, consultants, and directors, and providing incentives for such persons to exert maximum efforts
toward Tercica’s success. By, providing a means by which such eligible individuals may be given an opportunity
to benefit from increases in the value of Tercica common stock through the grant of stock awards, the Board
seeks to align the compensation and interests of those individuals with Tercica’s stockholders. The proposed
amendments to the formula awards. to outside directors as' set forth in the Amended 2004 Plan are essential to
Tercica’s continuing efforts to attract and retain qualified and experienced individuals to serve as members of the
Board at a time when their responsibilities and obligations are increasing as a result of continuing changes in the
law. : : ‘ : 2
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Stockholder approval of this Proposal 3 requires a “For” vote from at least a majority of the shares
represented and voting either in person or by proxy at the Annual Meeting on this Proposal 3 (which shares
voting “For” also constitute at least a majority of the required-quorum). Should Tercica’s stockholders fail to
approve the Amended 2004 Plan, the Current 2004 Plan will continue to remain in effect.

THE BOARD OF DIRECTORS UNANIMOUSLY
RECOMMENDS A VOTE “FOR” PROPOSAL 3

The terms and provisions of the Amended 2004 Plan are summarized below. This summary, however, does
not purpdit to be a complete description of the Amended 2004 Plan. The Amended 2004 Plan has been filed with
the SEC as an Appendix to this proxy statement-and may be accessed from the SEC’s website at www.sec.gov.
The following summary is qualified in its entirety by reference to the complete text of the Amended 2004 Plan.
Any stockholder that wishes to obtain a copy of the actual plan document may do so by wriiten request to:
Secretary, Tercica, Inc., 2000 Sierra Point Parkway, Suite 400, Brisbane, CA 94005. : :

The following is a summary of the material features of the Amended 2004 Plan.

General

The Amended 2004 Plan provides for the discretionary grant of incentive stock options, nonstatutory stock
options, stock. purchase rights, restricted stock awards, restricted stock unit awards, stock apprectation rights,
performance units and perforrnance shares (collectively, ihe “stock awards™). Incentive stock options granted
under the Amended 2004 Plan are intended to qualify as “incentive stock options” within the meaning of

‘Section 422 of the Internal Revenue Code of 1986, as amended, or the Code. Nonstatutory stock options granted

under the Amended 2004 Plan are not intended to qualify as incentive stock options under the Code. See “Federal
Income Tax Information” for a discussion of the tax treatment of stock awards. The Amended 2004 Plan also
provides for the automatic and non-discretionary grant of stock options and restricted stock units to outside
directors over their period of service on Tercica’s Board (see “Formula Awards to Outside Directors” below).

Purpose

Tercica’s Board adopted the Amended 2004 Plan to provide a means to attract and retain the services of
Tercica's employees, directors, and consultants, and to provide a means by which such eligible individuals may
be given an opportunity to benefit from increases. in the value of Tercica common stock through the grant of
stock awards, thereby aligning compensation and interests of those individuals with Tercica’s stockholders.

Administration . . :

The Board administers the Amended 2004 Plan. Subject to the provisions' of the Amended 2004 Plan, the
Board has the broad authority to: (a) select individuals to whom stock awards may be granted; (b) determine the
terms and conditions of any stock award; (¢) determine the number of shares of common stock covered by each
stock award; (d) cancel and re-grant outstanding stock awards or reduce the exercise price of any outstanding
stock award; and (&) modify or amend each stock award. Ir addition, the Board may (a) construe and interpret the
terms of the Amended 2004 Plan and awards granted thereunder; (b) prescribe, amend and rescind rules and
regulations relating to the Amended 2004 Plan; and (c) make all other determinations necessary or advisable for
administering the Amended 2004 Plan. However, all automatic and non-discretionary grants of stock options and

restricted stock units to outside directors are made in strict compliance with the express provisions of the
Amended 2004 Plan. ‘

Tercica’s Board has the authority to delegate some or all of the administration of the Amended 2004 Plan to
a committee of the Board. Such a committee may consist solely of two or more “non-employee directors” within
the meaning of Rule 16b-3 of the Exchange Act or solely of two or more “outside directors” within the meaning
of Section 162(m) of the Code. As used herein with respect to the Amended 2004 Plan, the “Board” refers to the
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Board itself as well as any committee appointed by Tercica’s Board. For this purpose, a “non-employee director”
generally is a director who does not receive remuneration from Tercica other than compensation for service as a
director (except for amounts not in excess of specified limits provided by Rule 16b-3 under the Exchange Act).
An “outside director” generally is a director who is neither a current or former officer of Tercica nor a current
employee of Tercica, does not receive any remuneration from Tercica other than compensation for service as a
director, and is not employed by and does not have ownership interests in an entity that receives remuneration
from Tercica (except within specified limits applicable under regulations issued pursuant to Section 162(m} of
the Code). :

Eligibility

Iricentive stock options may be granted under the Amended 2004 Plan 6nly to Tercica’s employees
(including officers). Tercica’s employees (including officers), non-employee directors, and consultants are
eligible to receive all othq:f'typcs of stock awards under the Amended 2004 Plan. All of Tercica’s approximately
140 employees and directors are eligible to participate in .the Amended 2004 Plan. However, the grant of
automatic and non-discretionary stock awards to outside directors is currently limited to the six noniemployee
directors. ' ' ‘ '

No inceritive stock option may be granted under the Amended 2004 Plan to any.person who, at the time of
the grant, owns (or is deemed to own) stock possessing more than 10% of Tercica’s total combined voting power,
unless the exercise price of such option is at least 110% of the fair market value of the stock subject to the option
on the date of grant and the term of the option does not exceed five years from the date of grant. In addition, the
aggregate fair market value, determined on the date of grant, of the shares of common stock with respect o
whichi incentive stock ‘options are exercisable for the first time by a participant during any calendar year (under
the Amended 2004 Plan and any of Tercica’s other equity plans) may not exceed $100,000 (any excess of such
amount will be treated as nonstatutory stock options). '

No person may be granted an option to purchase more than 500,000 shares of common stock during any
fiscal year under the Amended 2004 Plan. However, an additional option to purchase 250,000 shares may be
granted 10 a person in connection with his or her initial service as an employee. Stockholder approval of this
Proposal will also constitute re-approval of the foregoing limits for purposes of Section 162(m) of the Code. This
limitation assures that’ any deductions to which Tercica would otherwise be entitled either upon the exercise of
stock options granted under the Amended 2004 Plan or upon the subsequent sale of the shares acquired under
those stock options, will not be subject to the $1,000,000 limitation on the income tax deductibility of
compensation paid per covered executive officer imposed by Section 162(m) of the Code.

Shares Subject to the Amended 2004 Plan

Subject to this. Proposal, the maximum number of shares of Tercica common stock available for issuance
under the Amended 2004 Plan is 7,315,540 shares, subject to the automatic increases described in the paragraph
below. This share reserve consists of (a) the number of shares remaining available for issuance under Tercica's
2002 Executive Stock Plan and 2002 Stock Plan (the “2002 Plans”) as of the effective date of the Current 2004
Plan; (b) the shares retumed to the 2002 Plans prior to February 25, 2008 as a result of termination of options or
repurchases of shares issued under the 2002 Plans; and (c) an aggregate of 4,733,834 shares added on the first
day of each of Tercica’s fiscal years beginning in 2005 though 2008 pursuant to the automatic annual increase
provision of the Current 2004 Plan.

In addition, subject to this Proposal, the number of shares of Tercica common stock available for issuance
under the Amended 2004 Plan will automatically increase (a) by the shares returned to the 2002 Plans on or after
February 26, 2008 as a result of termination of options or repurchases of shares issued under the 2002 Plans and
(b} by the number of shares determined pursuant to the automatic annual increase provision of the Amended
2004 Plan. The automatic annual increase provision of the Amended 2004 Plan provides that, on the first day of
Tercica’s fiscal year beginning in 2009, and continuing through and including 2018, the number of shares of
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Tercica common stock available for issuance under the Amended 2004 Plan will automatically increase by the
least of (a) 1,750,000 shares, (b) 4% of the outstanding shares on’each applicable date, or (¢) such lesser number
determined by the Board. Under the Current 2004 Plan, the automatic annual increase was the least of
{a) 1,250,000 shares, (b) 4% of ‘the- oulstandmg shares on the first day of each fiscal year, or {c) such lesser
number detcrmmcd by the Board with such automatic increases to continue until 2013,

If stock awards granted under the Amended 2004 Plan expire or otherwise terminate without being
exercised in full, or surrendered pursvant to a cancel and re-grant program, the shares of common stock not
acquired pursuant to those awards again become available for subsequent issuance under the Amended 2004
Plan. Shares issued pursuant to restricted stock, restricted stock units, performance units, or performance shares
will become available for future grant if they are forfeited to or repurchased by Tercica due to a failure to vest. If
the exercise price or tax withholding obligations are satisfied by tendering shares of common stock held by a
participant, the number of shares so tendered will become available for subsequent i 1ssuance under the Amended
2004 Plan. Upon payment in shares pursuant to exercise of a stock appreciation right, the number of shares
available for issuance under the Amended 2004 Plan will be reduced only by the number of shares actually
issied in such payment. Notwithstanding the foregoing, the maximum number of shares 'that may be issued upon
the exercise of incentive stock options is 50,000,000 shares. The Current 204 Plan did not allow shares tendered
to satisfy the exercise price or the tax withholding obllgallons to be returned to the plan, nor did it have a limit on
the shares that may be issued upon the exercise of i mcentlve stock options.
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B As of March 31, 2008 5,925, 020 shares of Tercica common stock were subject to outstanding optioris under
: ;;E; the Current 2004 Plan, 200,205 shares of Tercica common stock were subject (o restricted stock units under the
’%% Currem 2004 Plan, and approxtmatcly 1,129,379 shares of Tercica common stock (plus any shares that might in
#2r the future be returned to the Current 2004 Plan as a result of .the cancellation or expiration of stock awards)
§“M< remained available for future issuance under the Amended 2004 Plan.

S .

§? Terms of Options :

Options may be granted under the Amended 2604 Plan pursuant to stock option agreements adopted by the
Board. The following is a description of.the permissible terms of options under the Amended 2004 Plan.
Individual stock option agreements may be more restrictive as to any or all of the permissible terms described,
below,

Exercise Price. The exercise price of incentive stock options may not be less than 100% of the fair market
value of the stock subject 1o the option on the date of grant and, in some cases (see “Eligibility” above), may not
be less than 110% of such fair market value. The exercise price of nonstatutory stock options may not be less
than 100% of the fair market value of the stock on the date of grant. The fair market valuc per share on any
particular date under the Amended 2004 Plan is the closing sales price per share on such da{e reponed on the
NASDAQ Global Market.

Consideration. The exercise price of options granted under the Amended 2004 Plan may, at the discretion of
the Board, be paid (a) by cash or check; (b) by promissory note; {c) by delivery of other shares of common stock;
{d) pursuant to a cashless exercise program; (e) by a reduction in the amount of any liability owed to the
participant; (f) by any combination of the foregoing; or {g) by other constderation permitted by applicable laws.

Vesting. Options granted under the Amended 2004 Plan may become ¢xercisable in cumulative increments,
or “vest,” as determined by the Board. Vesting typically will occur during the participant’s continued service
with Tercica, whether such service is performed in the capacity of an employee, director, or consultant
(collectively, “service”) and regardless of any change in the capacity of the service performed or upon
achievement of certain performance goals determined by the Board. Shares covered by different options granted
under the Amended 2004 Plan may be subject to different vesting terms. Unless otherwise determined by the
Board, vesting of stock awards is suspended during unpaid leaves of absence.
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Term. The maximum term of options granted under the Amended 2004 Plan is 10 years, except that in
certain cases (see “Eligibility” above) the - maximum term is five ycars.

Termination of Service. Options under the Amended 2004 Plan generally terminate three months after
termination of a participant’s service unless (a) termination is due to the participant’s disability, in which case the
option may be exercised (to the extent the option was exercisable at the time of the termination of service) at any
time within 12 months of termination; (b) termination is due to the participant death, in which case the option
may be exercised (lo the extent the option was exercisable at the time of the participant’s death} within 12
months’ of the participant’s death by the person or persons to whom the rights to such option have passed; or
(c) the option by its terms specifically provides otherwise. In no event, however, may an option be exercised
beyond the expiration of its term.

" Restrictions on Transfer. Unless the Board determines otherwise, a participant in the Amended 2004 Plan
may not transfer an option other than by will or by the laws of descent and distribution. During the lifetime of a
participant, only the participant may exercise an option. A participant may also designate a beneficiary who may
exercise an option following the participant’s death. '

Terms of Stock Purchase Rights d

Stock purchase rights may be granted under the Amended 2004 Plan pursuant to stock purchase right
agreements adopted by the Board. Individual stock purchase right agreements may be more restrictive as to any
or all of the permissible terms described below. Stock purchase rights may be granted as stand-alone stock
awards or in tandem with other stock awards,

Sale of Shares. The Board may sell shares of common stock to a purchaser subject to a repurchase option in
Tercica's favor,

Repurchase Option. The repurchase option is exercisable upon the voluntary or involuntary termination of a
purchaser’s service with Tercica for any reason {including death or disability). The purchase price for shares
acquired upon exercise of a repurchase option is determined by the Board and imay be paid by cancellation of any
indebtedness owed by a purchaser to Tercica. The repurchase option will lapse at a rate determined by the Board.

Restrictions on Transfer. Unless determined otherwise by the Board, a stock purchase right may not be
transferred in any manner other than by will or by the laws of descent or distribution.

Terms of Restricted Stock Awards

Restricted stock awards may be granted under the Amended 2004 Plan pursuant (o restricted stock award
agreements adopted by the Board. Individual restricted stock award agreements may be more restrictive as to any
or all of the permissible terms described below. ’ '

Grant of Restricted Stock. The Board may grant shares of Tercica common stock to a participant. Unless
otherwise determined by the Board, shares will be held by Tercica in escrow until the vesting restrictions have
tapsed. ’

Vesting. Restricted stock may vest over the passage of time, the achievement of target levels of
performance, or the occurrence of other events determined by the Board. Shares will be released from escrow
promptly following the lapse of any vesting restrictions. Vesting is suspended during any unpaid leave of
absence.

Voting Rights. Participants holding shares of restricted stock are entitled to full voting rights with respect to
those shares, unless determined otherwise by the Board.
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g Dividends. Participants holding shares of restricted stock are entitled to receive all dividends and other
' distributions paid with respect to their shares, unless determined otherwise by the Board.

Restrictions on Transfer. Unless determined otherwise by the Board, shares of Tercica common stock
subject to a restricted stock award may not be transferred until all vesting restrictions have lapsed.

Terms of Restricted Stock Unit Awards

Restricted stock unit awards may be granted under the Amended 2004 Plan pursuant o restricted s;tock-unil
agreements adopted by the Board.

Vesting. Restricted stock unit awards may vest over the passage of time, the achievement of performance
goals, or the occurrence of other events determined by the Board. Vesting is suspended during any. unpaid leave
of absence.

Settlement of Restricted Stock Units. Uﬁon meeting vesting criteria applicable to a restricted stock unit
award, a participant is entitled to receive a payout in the form of cash or shares of Tercica common stock. The
timing of such payments is determined by the Beard. In addition, the Board may pcnmt pammpams 10 defer the -
payment of such payouts.

Dividend Equivalents. Dividend equwalent rights may be credited in respect of shares of common stock
covered by a restricted slock unit award.

Cancellation. On a date set forth in a restricted stock unit agreement, all unearned restricted stock units will
be forfeited by the participant to Tercica.

Terms of Stock Appreciation Rights

Stock appreciation rights may be granted under the Amended 2004 'Plan pursuant to stock appreciation
rights agreements adopted by the Board. Individual stock appreciation right agreements may be more restrictive’
as to any orall of the permissible terms described below. Stock Appreciation Rights may be gramed as stand-
alone stock awards, affiliated with other stock options, or in tandem with other stock options.

Exercise Price. The Board has discretion to set the exercise price of each stand-alone stock appreciation

right. The exercise price of each affiliated and tandem stock apprectation right is equal to the exercise price of the
related stock option.

Exercise. Upon exercise of a stock appreciation right, Tercica will pay the participant an amount equal to the
excess of (a) the aggregate fair market value on the date of exercise of a number of common stock equivalents
with respect to which the participant is exercising the stock appreciation right, over (b) the exercise price
determined by the Board on the date of grant, The appreciation distribution upon exercise of a stock appreciation
right may be paid in cash, shares of common stock, or any other form of consideration determined by the Board.

Terms of Performance Shares and Perfbi'mance Unifs

Performance shares and performance units may be granted to participants at the discretion of the Board.

Value. Each performance unit has an initial value established by the Board on- or before the date of grant.
Each performance share has an initial value equal to the fair market value of a share on the date of grant.
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Performance Objectives. The Board may set performance objectives, in its discretion, which determine the
number or value of performance shares or performance units that will be pald o a pammpant should the
performance objectives be met within a designated performance period.
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Settlement. Upon meeting performance objectives, a-participant is entitled to receive a payout in the form of
cash, shares of Tercica common stock (which have an aggregate fair market. value equal to the value of the
earned award at the close of the applicable performance period}, or in a combination thereof.

Cancellation. On the date set forth in the award agreement, all unearned or unvested performance shares or
performance units will be forfeited by the participant to Tercica. : e ‘

Formula Awards to QOutside Directors

The Amended 2004 Plan also provides for the automatic 'gram of nonstatutory stock options and restricted

stock units to non-employee directors, or outside directors, over their period of service on the Board. These
awards will be made as follows: '

»  First Options. Al the time of his or her initial election or appointment to Tercica’s Board, each new
outside director will automatically receive an option to purchase 22,500 shares of Tercica common stock
(a “first option™). A first option will not be granted to a director who ceases employment while
continuing to serve on Tercica’s Board. ;

»  Subsequent Options. On the date of each annual meeting of stockholders, including this Annual
Meeting, the Chairman of the Board will automatically receive an option to.purchase 26,668 shares of
Tercica common stock, and each outside director except the Chairman of the Board will automatically

- receive an oplion to purchase 13,334 shares of Tercica common stock (each, a “subsequent option”). In
" order to receive a subsequent option, an outside director must have served on Tercica’s Board for at
least the preceding six months. Under the previous 2004 Plan, the Chairman of the Board received an
option to purchase 22,500 shares, and each outside director except the Chairman-of the Board received

an option to purchase 11,250 shares.

«  Annual Restricted Stock Unit Awards. On the date of each annual meeting of stockholders, including
this Annual Mecting, the Chairman of the Board will automatically receive restricted stock units
covering 6,666 shares of Tercica common stock, and each outside director except the Chairman of the
Board will automatically receive restricted stock units covering 3,333 shares of Tercica common stock
(each, an “annual restricted stock unit award”). In order to receive an annual restricted stock unit award,
an outside director must have served on Tercica’s Board for at least the preceding six months. The
previous 2004 Plan did not provide for the automatic grant of restricted stock units to outside directors.

Ves'ting. Each first option vests as to one-third of the underlying shares on the earlier of (a) each anniversary
of the date of grant, or (b) the first annual meeting in which directors are elected each year following the year of
grant. Each subsequent option and annual restricted stock unit award vests as to all of the underlying shares on
the earlier of (a) the first anniversary of the date of grant, or (b) the first annual meeting in which directors are
elected in the following year. In order to vest in an award, an outside director- must remain in service as an
employee, director, or consultant of Tercica on the applicable vesting dates.

Terms of Options. The exercise price of each initial option and subsequent option is 100% of the fair market
value of Tercica common stock on the date of grant. Unless otherwise provided in an option agreement, options
granted to outside directors terminate three months after termination of the individual’s service unless
{a) termination is due to disability, in which case the option may be exercised at any time within 12 months of
termination; or (b) termination is due to death, in which case the option may be exercised within 12 months of

the individual’s death-by the person or persons to whom the rights to such option have passed. In no event,

however, may an option be exercised beyond the expiration of its maximum ten-year terni. Any remaining terms
may be set forth in an option agreement adopted by the Board.

Terms of Restricted Stock Units. Restricted stock units will be granted purs'uant to terms and conditions of
the Amended 2004 Plan. The Board may establish programs and procedures providing for the deferral of delivery

of shares of Tercica common stock subject to restricted stock units. Any remaining terms may be set forth in a

restricted stock unit agreement adopted by the Board..
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Amendment. The Board has the discretion to amend the number of shares subject to each first option, each
subsequent option, and each annual restricted stock unit award.

Changes to Capital Structure

In the event any change is made to the outstandlng shares of Tercica common slock (whelher through a
recapitalization, stock split, reverse stock split, reorganization, merger, consolidation, split-up, spin-off,
combination, repurchase, exchange of Tercica securities, or other changes in Tercica’s corporate structure), the
Board will make appropriate adjustments to (a) the number and class of shares which may be delivered under the
Amended 2004 Plan, (b) the number and class of shares which may be issued pursuant to the exercise of
incentive stock options, (c) the number, class and price of shares covered by each outstanding award, (d) the
number of options granted to any individual in any fiscal year, and (e} the number of shares subject to stock
awards granted automatically to outside directors. Such adjustments will prevent the dilution or enlargement of
benefits or poteatial benefits intended to be provided under the Amended 2004 Plan.

1
i

Changes in Control

In the event of a change in control transaction, each outstanding stock award will be assumed or an
equivalent option or right substituted by the .successor corporation or a parent or subsidiary of the successor
corporatton. If the successor corporation does not assume or substitute for.a stock-award, it will become fully
vested and all performance goals or other vesting criteria will be deemed achieved at 100% of target levels. All
stock awards granted to outside directors that are assumed or substituted in a change in contro! transaction will
become fully vested if the outside director terminates after the change in control transaction for any reason other
than a voluntary resignation. : :

A change in control transaction will be deemed to occur in the event (a) any person directly or indirectly
acquirés securities representing 50% or more of Tercica’s total voting power; (b) a sale of all or substantially all
of Tercica’s assets occurs; (¢} a majority of Tercica’s Board becomes comprised of individuals whose
nomination or election ,was not approved by a majority of incumbent Board members or their approved

- successors within any two year period; or (d} any merger or consolidation occurs, except a merger or

consolidation resulting in Tercica voting securities continuing to represent at least 50% of the total voting power
of the surviving entity or its parent immediately after such transaction.

The acceleration of stock awards in the event of a change in control transaction may be viewed as an anti-
takeover provision, which may have the effect of discouraging a proposal to acquire or otherwise obtain control
of Tercica.

Duration, Termmatlon, and Amendment

The Amended 2004 Plan is scheduled to terminate no later than February 25, 2018. The Current 2004 Plan
was scheduled to terminate by its terms in September 2013, Termination of the Amended 2004 Plan will not
affect the Board’s ability to exercise its administrative powers with respect to stock awards granted under the
Amended 2004 Plan prior to its termination.

The Board may at any time amend, suspend or terminate the Amended 2004 Plan, subject to any required
stockholder approval. In addition, the Board may amend the'terms of any one or more stock awards without the
participant’s consent if necessary to maintain the qualified status of the award as an incentive stock option or to
bring an award into compliance with Section 409A of the Code. '

Federal Income Tax Information

The following is a summary of the principal United States federal income taxation consequences to participants
and Tercica-with respect to- participation in the Amended 2004 Plan. This summary is not intended to be exhaustive,
and does not discuss the income tax laws of any city, state or foreign jurisdiction in which a participant may reside.
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Incentive Stock Options. Incentive stock options granted under the Amended 2004 Plan are intended to
qualify for the favorable federal income tax treatment accorded “incentive stock options™ under the Code. There
generally are no federal income tax consequences to the participant or Tercica by reason of the grant or exercise
of an incentive stock option. However, the exercise of an incentive stock option may increase the participant’s
alternative minimum tax liability, if any.

If a participant holds stock acquired through exercise of an incentive stock option for more than two years
from the date on which the option was granted and more than one year after the date the option was exercised for
those shares, any gain or loss on a disposition of those shares (a “qualifying disposition”) will be a long-term
capital gain or loss. Upon such a qualifying disposition, Tercica will not be entitled to any income tax deduction.

Generally, if the participant disposes of the stock before the expiration of either of those holding periods (a
“disqualifying disposition™), then at the time of disposition the participant will realize ‘taxable ordinary income
equal to the lesser of (a) the excess of the stock’s fair market value on the date of excrcise over the exercise price,
or (b) the participant’s actual gain, if any, on the purchase and sale. The participant’s additional gain or any loss
upon the disqualifying disposition will be a capital gain or loss, which wiil be long:term or short-term dependmg
on whether the stock was held for more 1han one year,

To the extent the participant recogmzes ordmary income by reason of a dlsquahfymg disposition, generally
Tercica will be entitled (subject to the requirement of reasonableness, the provisions of Section 162(m) of the
Code, and the satisfaction of a tax reporting obligation) to a corresponding income tax deduction in the tax year
in _which the disqualifying disposition occurs.

Nonstatutory Stock Options. No taxable income is recognized by a participant upon the grant of a
nonstatutory stock option. Upon exercise of a nonstatutory stock option, the participant will recognize ordinary
income equal to the excess, if any, of the fair market value of the purchased shares on the exercise date over the
exercise price paid for those shares. Generally, Tercica will be entitled (subject to the requirement of
reasonableness, the provisions of Section 162(m) of the Code, and the satisfaction of a tax reporting obligation)
to an income tax deduction in the tax year in which such ordinary income is recognized by the participant.

Upon disposition of the stock, the participant will recognize a capital gain or loss equal to the difference
between the selling price and the sum of the amount paid for such stock plus any amount recognized as ordinary
income upon acquisition of the stock. Such gain or loss will be long-term or short-term depending on whether. the
stock was held for more than one year.

Stock Purchase Rights and Restricted Stock Awards. Upon receipt of a stock purchase right or restricted
stock award, the participant will recognize ordinary income equal to the excess, if any, of the fair market value of
the shares on the date of issuance over the purchase price, if any, paid for those shares. Tercica will be. entitled
(subject to the requirement of reasonableness; the provisions of Section 162(m) of the Code, and the satisfaction
of a tax reporting obligation) to a corresponding income tax deduction in the year in which such ordinary income
is recognized by the participant.

However, if the shares 1ssued upon the grant of a stock purchase right or restricted stock award are unvested
and subject to repurchase by Tercica in the event of the participant’s termination of service prior to vesting in
those shares, the participant will not recognize any taxable income at the time of issuance, but will have to report
as ordinary income, as and when Tercica’s repurchase right tapses, an amount equal to the excess of (a) the fair
market value of the shares on the date the repurchase right lapses, over (b) the purchase price, if any, paid for the
shares. The participant may, however, elect under Section 83(b) of the Code to include as ordinary income in the
year of issuance an amount cqual to the excess of (a) the fair market value of the shares on.the date of issvance,
over (b) the purchase price, if any, paid for such shares. If the Section 83(b) election is made, the participant will
not recognize any additional income as and when the repurchase right lapses. The participant and Tercica will be
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required to satisfy certain tax withholding requirements applicable to such income. Tercica will be entitled
(subject to the requirement of reasonableness, the provisions of Section 162(m} of the Code, and the satisfaction
of a tax reporting obligation) to an income tax deduction equal to the amount of ordinary income recognized by
the participant at the time the shares are issued. In general, the deduction will be atllowed for the taxable year in
which such ordinary income is recognized by the participant.

Upon disposition of the stock acquired upon the receipt of a restricted stock award, the participant will
recognize a capital gain or loss equal to the difference between the selling price and the sum of the amount paid
for such stock plus any amount recognized as ordinary income upon issuance (or vesting) of the stock. Such gain
or loss will be long-term or short-term depending on whether the stock was held for more than one year.

Restricted Stock Unit Awards, Performance Units, and Performance Shares. No laxable. income is
recognized upon receipt of restricted stock units, performance units, or performance share grant. The participant
will generally recognize ordinary income in the year in which the shares or cash subject to the award are actually
vested and issued to the participant in an amounl: equal to the fair market valve of the shares or the amount of
cash on the date of issuance. The ‘participant and Tercica will be requ1rcd 10 sausfy certain tax w:thholdmg
requirements applicable to such income. Tercica will be entitled (subject to the requ_lrement of reasonableness,
the provisions of Section 162(m) of the Code, and the satisfaction of a tax reporting obligation) to an income tax
deduction equal to the amount of ordinary income recognized by the participant at the time the shares or cash are
issued. In general the deduction will be allowed for the taxable year in Whlch such ordinary income is
recogmzed by the part1c1pant

Stack Appreciation Rights. No taxable income is realized upon the receipt of a stock appreciation right.
Upon exercise of the stock appreciation right, the fair market value of the shares (or cash in lieu of shares)
received is recognized as ordmary income to the participant in the year of such exercise. Generally, with respect
to employees, Tercica are required to withhold from the payment made on exercise of the stock appreciation right
or from regular wages or supplemental wage payments an amount based on the ordinary income recognized.
Generally, Tercica will be entitled (subject to the requirement of reasonableness, the provisions of
Section 162(m) of the Code, and the satisfaction of a tax reporting obligation) to an income tax deduction in the
year in which such ordinary income is recognized by the participant.

Potential Limitation on Deductions. Section 162(m) of the Code denies a deduction to any publicly-held
corporation for compensation paid to certain’ “covered employees” in a taxable year to the extent that
compensation to each covéred employee exceeds $1,000,000. It is possible that compensation attributable to
stock awards, when combined with all other types of compensation received by a covered employee from
Tercica, may cause this limitation to be exceeded in any particular year. However, certain kinds of compensation,
including qualified “performance-based compensation,” are disregarded for purposes of the deduction limitation.

- Options. In accordance with Treasury Regulations issued under Section 162(m) of the Code, compensation
attributable to stock options will qualify as performance-based compensation if (a) the options are granted by a
compensation commiltee or commiltee of the Board comprised solely of “outside directors,” (b} the plan contains
a per-employee limitation on the number of shares for which options may be granted during a specified period,
{c) the per-emptloyee limitation is approved by the stockholders, and (d) the exercise price of the option is no less
than the fair market value of the stock on the date of grant. Subject to stockholder approval of this Proposal, it is
intended that all options granted under the Amended 2004 Plan qualify as performance-based compensation that
is exempt from the $1,000,000 deduction limitation until the first stockholder meeting that occurs in 2013.

All Other Stock Awards: Compensation altributable to all other stock awards granted under the Amended
2004 Plan will not qualify as performance-based compensation, and therefore will remain subject to the
$1,000,000 deduction limitation: lﬂlposeﬁ by Section 162(m) of the Code.
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Equity Compensation Plan Information

el Please see the section of this proxy statement entitled “Equity Compensation Plan Information” for certain
g information with respect o compensation plans under which Tercica’s equity securities are authorized for
et issuance. : - '
::_:: New Plan Benefits

A
3
L

4

Tercica cannot currently determine the benefits or number of shares subject to awards that may be granted
in the future to executive officers and employees under the Amended 2004 Plan. The first table below sets forth
information about awards granted in the 2007 calendar year under the Current 2004 Plan to Tercica’s “named
executive officers,” all carrent executive officers as a group, all non-executive directors as a group, and all
non-executive employees as a group. Should Tercica’s stockholders approve the Amended 2004 Plan, Tercica’s
outside directors will receive their scheduled annual awards under the Amended 2004 Plan on the date of the
Annual Meeting as described in “Formula Awards to Outside Directors” above. Accordingly, the second table
below sets forth the proposed grants to be made under the Amended 2004 Plan to our non-employee directors,
individually and as a group, in connection with this Annual Meeting. -Should Tercica’s stockhelders -fail to
approve the Amended 2004 Plan, Tercica’s outside directors will receive an option to purchase a lesser number ~
of shares under the Current 2004 Plan on such date. On April 24, 2008, the tast reported sales price of Tercica
common stock on the NASDAQ Global Market was $5.20. K '

Awards Granted in 2007 under the Current 2004 Plan

Weighted

8 Number of Shires Average
Ly Subject to Stock " * Exercise Price
~_ : Option Awards. Per Share
: % Name # CS)
e John A, Scarlett, M. ... 250,000 $5.56
. AJaY Bansal . ... ..ot 85,000 $5.78
”%é Richard King ... ... .. i i et e e 275,000 $5.40
\9& Stephen N. Rosenfield .............ccc.iiiiimiii . 120,000 $5.78
E Thorsten von Stein, M.D., PRD. ... .. oooiii e 85000 . $5.78
3 ‘;:; ‘ Executive Group (8 persons) .. .........oiiiiin i e 980,000 $5.62
gﬁ;{f Non-Executive Director Group (7 persons) ..........oiiiiiieeiaennna.n. 90,000 $6.60
; e Non-Executive Employee Group (134 personsy .. ..............covuviinn. 1,063,602 $6.08

Awards to be Granted to Non-Employee Directors under the Amended 2004 Plan at the Anmia!_Meeting

Number of Shares Number of
Subject to Stock  Restricted Stock
. : Option Awards - Units
Name ., . )] ()
Alexander Barkas, Ph.D. ... ... ... ... .. ... .. .. ... ... ....] S 26,668 6,666
Karn Eastham ... .. .. ... . i i e - e 13,334 . 3,333
Faheem Hasnain(2) ................... e e e — L=
Chrstophe Jean .. .. ... . . e 13,334 3,333
Mark Leschly . ... i e e e e 13,334. 3,333
2 David L. Mahoney ........ . ... . .. . .. . i 13,334 3,333
f-,f;’:; Non-Executive Director Group (6 persons) ... ......c..vrnnnnnnann... 80,004 19,998
oy

7,
b

(1} The exercise price per share of all options will be equal to the closing price of Tercica common stock on the
date of grant.”

(2) Mr. Hasnain is not eligible to receive formula awards at the Annual Meeting since he will not have served as
an outside director for a period of at least six months preceding the date of the Annual Meeting.
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SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT .

The following table sets forth certain information regarding the ownership of Tercica common stock as of
March 31, 2008 (except as otherwise noted) by: (i) each director and nominee for director; (ii} each of Tercica’s
executive officers named in the Summary Compensation Table presented later in this proxy statement; (iii) all
o executive officers and directors of Tercica as a group; and (iv} each person or group of affiliated persons known -
o by Tercica to be the beneficial owner of more than five percent of its common stock as of March 31, 2008.

Beneficial.
Ownership(1)

: : Number of  Percent
Beneficial Owner. . . : . Shares - of Total
5% Stockholders: - -
Suraypharm, S.A.S.; Ipsen, S.A(2) ... il i, B Loo.i... 84383064 649%
Entities affiliated with MPM BioVentuies [lI LLC(3) e .. 6,915,518 13.4%
Invesco Ltd.(4) ... .. o e s e e 3,868,833 1.5%
Entities affiliated with Prospect Management Co. IL LLC(5) .............0.......... 3,063540° 59%
Entities affiliated with Rho Capital Partners Inc () I e e 3,004,951 5.8%
Medlmmunc Incdd) . e e e e . 2,996,250 5.8% b
Dlrectors and Executive Officers: . . Co ‘ .
John A. Scarlett, M. D.(B) ... .. . 1,570,904 3.0%
Ross G. Clark, PR.D.(9) ... .. e e e L e 806,729 1.6%
Stephen N. Rosenfield(10) .. ... .. .. . i e e e 533,833 1.0%
Thorsten von Stein, MDD, PhD.(EL) ... oo 360,500 ¥
Ajay Bansal{12) ... .. e 370,000 *
Richard King(13) ...t i et e e 349,000 *
Alexander Barkas, Ph.D.(14) ..o e 3,185,079 6.2%
Karin Eastham(15) .. ... ... o i e e e 56,250 *
Faheem Hasnain (16} ....... ... ... 22500 ¥
Christophe Jean(17) ... ... .ottt e e e e 33,750 +
Mark Leschly(18) .. ... e 3,061,201 5.9%
David L. Mahoney(10) ... i i e e e 56,250 *
All directors and ?xecutive officers as a group (14 persons)(20) . .. ........... ... ... .. 11,110,771 ' 20.2%

*  Less than one percent.

(1), This table is based upon information supplied by officers, directors and principal stockholders and

“Schedules 13G filed with the Securities and Exchange Commission. Unless otherwise indicated in the

- footnotes (o this table and subject to community property laws where applicable, Tercica believes that each

" of the stockholders named in this table has sole voting and investment power with respect to the shares

indicated as beneficially owned. Applicable percentages are based on 51,583,550 shares outstanding on
March 31, 2008, adjusted as required by rules promulgated by the Securities and Exchange Commission.

(2) Includes 12,527,245 shares*held" By Suraypharm, S.A.S.,-519,101 shares held by Ipsen and 15,684,687 shares
that may be acquired within 60 days of March 31, 2008 pursuant 10 three convertible promissory notes and a
warrant, each held by Ipsen, or a 42.7% beneficial ownership position with respect 1o the shares held by, or that
may be acquired within 60 days of March 31, 2008 by, Ipsen and Suraypharm. The shares listed in the table
above, as well as the percentage beneficial ownership position listed in the table above, also include
14,503,281 shares held by the suppornting stockholders and options to purchase 1,148,750 shares of common
stock held by the supporting stockholders that may be exercised pursuant to early exercise agreements, of
which 418,543 will be unvested and subject to Tercica’s right of repurchase 60 days from March 31, 2008. All
of the shares of Tercica cornmon stock and options to purchase shares of Terci¢iFommon stock held by the
supporting stockholders are subject to the voting agreements Ipsen and Suraypharm entered into with each of
the supporting stockholders as described under the caption “Collaboration with Ipsen—Voting Agreements.”
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Ipsen and Suraypharm may be deemed to be the beneficial owner of the shares of Tercica common stock and
opuons to purchase shares of Tercica common stock subject to the voting agreements and to share the power to
vote or to direct the vote of these shares. Each of Ipsen and Suraypharm expressly disclaims beneficial
ownership of the shares of Tercica common stock and options to purchase shares of Tercica common stock
subject to the voting agreements. Mr. Jean, a director of Tercica, does not have shared ‘or sole voling or
dispositive over the shares beneficially owned by Suraypharm and Ipsen -and expressly disclaims beneficial
“ownership of the shares beneﬁcmlly owned by Suraypharm and Ipsen. The address for each of Ipsen and
Suraypharm is 42, re¢ du Docteur Blanche, 75016 Paris, France. _

(3) Represents 5,707,936 shares held by MPM BioVentures llI-QP, L.P., 482,343 shares held by MPM
BioVentures III GmbH & Co. Beteiligungs KG, 383,776 shares held by MPM BioVenwres I, L.P.,
112,772 shares held by MPM Asset-Management Investors 2002 BVIII LLC, and 172,441 shares held by
MPM BioVentures HI Parallel Fund, L.P., and options to purchase 56,250 shares, of Tercica common stock
* granted to Dr. Henner, one of Tercica’s former directors, that may be exercised within 57 days of March 31,
'2008. In connection with Dr; Henner’s resignation from Tercica’s Board, if his options are not exercised
within such time period the options are forfeited. Dr. Henner is obligated to transfer any shares issued
. pursuant to the exercise of such options to MPM BioVentures [II LLC. Dr. Henner is a general partner of
MPM BioVentures [[I LLC, the indirect general partner of the stockholders listed above, and holds voting
and dispositive power for the shares held of record by the stockholders listed above. Dr. Henner disclaims
beneficial ownership of these shares, except to the extent of his pecuniary interest therein. The address for
MPM BioVentures 111 LLC is 200 Clarendon Street, 54th Floor, Boston, MA 02116,

{4) Based upon a Schedule 13G/A filed with the SEC on February 13, 2008 by Invesco Ltd. on behalf of itself
and AIM Funds Management Inc., or AFM, a subsidiary of Invesco Ltd. According to the Schedule 13G/A
filed by Invesco Ltd., AFM has sole voting and dispositive power over such shares. Pursuant (o the
Schedule 13G/A filed by Invesco Lid., Invesco Ltd. and its subsidiaries disclaim beneficial ownership of the
shares of Tercica common stock beneficially owned by any of their executive officers and directors, and
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ﬂﬁ each of Invesco Ltd.’s direct and indirect subsidiaries also disclaim beneficial ownership of shares of
& f‘: Tercica common stock beneficially owned by Invesco Ltd. and any other subsidiary. The address of Invesco
i,:‘;ﬁ Lid. is 1360 Peachtree Street NE, Atlanta, GA 30309. The Schedule 13G/A filed by Invesco Litd. provides

information only as of December 31, 2007 and, consequently, Invesco Ltd.’s beneficial ownership of
Tercica common stock may have changed between December 31, 2007 and March 31, 2008.
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(5) Represents 3,017,588 shares held by Prospect Venture Partners II, L.P. and 45,952 shares held by Prospect
Associates II, L.P. Dr. Barkas, one of Tercica’s directors, is a managing member of Prospect Management
Co. I, LLC, the General Partner of Prospect Venture Partners 11, L.P. and Prospect Associates II, L.P., and,
together with the other managing members of Prospect Management Co. I, LLC, holds voting and
dispositive power for the shares held of record by the stockholders listed above. Dr. Barkas disclaims
beneficial ownership of these shares, except to the extent of his pecuniary interest therein. The address for
Prospect Management Co..II, LLC is 435 Tasso Street, Suite 200, Palo Alto, California 94301.

(6) Represents 829,210 shares held by Rho Managémem Trust I, 374,629 shares held by Rho Ventures IV, LP,
s 881,971 shares held by Rho Ventures IV (QP), L.P. and 919,141 shares held by Rho Ventures IV GmbH &
S Co. Beteiligungs KG. These stockholders are affiliated with the management cofnpany, Rho Capital
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5}::;{, Partners, Inc. Mr. Leschly, one of Tercica’s directors, is a controlling shareholder of Rh Capital Partners,
‘{ﬁg} Inc., a managing member of the general partner of Rho Ventures IV, L.P. and Rho Ventures IV (QP), L.P., a

managing director of the general partner of Rho Ventures IV GmbH & Co. Beteiligungs KG and a managing
i partner of the investment advisor to Rho Management Trust 1. Mr. Leschly disclaims beneficial ownership
of these shares, except to the extent of his pecuniary interest therein. These shares do not include 11,000
shares of Tercica common stock held by Drakensberg, L.P. Joshua Ruch, the managing member of the
general partner of Drakensberg, L.P., is also a controlling shareholder of Rho Capital Partners, Inc. and may
be deemed to beneficially own the shares held by Drakensberg, L.P. and the entities affiliated with Rho
Capital Partners, Inc. The address of Rho Capital Partners, Inc. is Carnegie Hall Tower, 152 West 57th
Street, 23rd Floor, New York, NY 10019.
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(7) Represents shares held by Medlmmune Ventures, Inc., a wholly-owned ventufe capital subsidiary of
MedImmune, Inc. The address for MedImmune, Inc. is One Medlmmune Way, Gaithersburg, Maryland
20878. C ' ' :

(8) Includes: (i) 602,352 shares purchased pursuant to early exercised options, all of which are vested,
(it) options to purchase 650,000 shares of Tercica common stock that may be exercised pursuant to early
exercise agreements, of which 317,709 shares will be unvested.and subject to Tercica’s right of repurchase
60 days from March 31, 2008, (iii) 153,651 shares of held by The John A: Scarlett 1999 Trust U/A dud
November 26, 1999 and (iv) 154,901 shares held by The Susan E. Scarlett 1999 Trust U/A did
November 26, 1999. ’ ' :

(9) Includes: (i) 62,847 shares purchased pursuant to eariy exercised options, all of which are vested, (i) 7,490
shares acquired through Tercica’s 2004 Employee Stock Purchase Plan, (iii} options to purchase 180,000
shares of Tercica common stock that may be exercised pursuant to, early exercise agreements, of which
100,834 shares will be unvested and subject to Tercica’s right of repurchase 60 days from March 31, 2008
and (iv) 556,392 shares held by Boat Harbour Ltd. : .

(10) Includes options to purchase 508,833 shares of Pércica common stock that may be exercised pursuant to
early exercise agreements, of which 203,486 shares will be unvested and subject to Tercica’s right of - ~

repurchase 60 days from March 31, 2008. ' —

(11) Represents options to purchase 36(),500 shares of Tercica common stock that may be exercised pursuant to
early exercise agreements, of which 182,689 shares will be unvested and subject to Tercica’s right of
repurchase 60 days from March 31, 2008. -

(12) Includes 3,000 shares acquired through Tercica’s 2004 Employee” Stock Purchase Plan and options to
purchase 367,000 shares of Tercica common stock that may be exercised pursuant to early exercise
agreements, of which 218,563 will be unvested and subject to Tercica’s right of repurchase 60 days from
March 31, 2008.

(13) Includes 1,000 shares acquired through Tercica’s 2004 Employee Stock Purchase Plan and options to

~ purchase 348,000 shares of Tercica common stock that may be exercised pursuant to early exercise

agreements, of which 262,063 will be unvested and subject to Tercica’s right of repurchase 60 days from
March 31, 2008. )

(14) Includes options to purchase 103,750 shares of Tercica common stock that may be exercised pursuant to

" early exercise agreements, all of which will be vested 60 days fiom March 3], 2008, and the shares

" described in Note (5) above. Dr. Barkas disclaims beneficial ownership of shares described in Note
(5) above, except to the extent of his pecuniary interest therein.

(15} Includes 10,000 shares purchased pursuant to early exercised options, all of which are vested, and options to
purchase 46,250 shares of Tercica. common stock that.may be exercised pursuant to early exercise
agreements, all of which will be vested 60 days from March 31, 2008.

(16) Includes options to purchase 22,500 shares of Tercica commeon stock that may be exercised pursuant to early
exercise agreements, all of which will be unvested and subject to Tercica's right of repurchase 6{ days from
March 31, 2008.

(17) Represents options to purchase 33,750 shares of Tercica common stock that may be exercised pursuant to
early exercise agreements, of which 15,000 shares will be unvested and subject to Tercica’s right of
repurchase within 60 days of March 31, 2008,

(18) Represents options ta purchase 56,250 shares of Tercica common stock that may be exercised pursuant to
early exercise agreements, all of which will be vested 60 days from March 31, 2008, and the shares held by
the entities affiliated with Rho Capital Partners, Inc. as described in Note (&) above. Mr. Leschly disclaims
beneficial ownership of the shares held by the entities affiliated with Rho Capital Partners, Inc. as described
in Note (6) above, except Lo the extent of his pecuniary interest therein.
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(19) Represents options to purchase 56,250 shares of Tercica common stock that may be.exercised pursuant to
early exercise agreements, all of which will be vested 60 days from March 31, 2008.

(20) Includes: (i) 23,849 shares acquired through Tercica’s 2004 Emplovee Stock Purchase Plan, (ii) 675,199
shares purchased pursuant to early exercise agreements, all of which are vested and (iii} options to purchase
3,425,499 shares of Tercica common stock, of which 1,591,391 shares are subject to Tercica’s right of
‘repurchase if such options are early exercised pursuant to option :agreéments 60 days from March 31, 2008:
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-SECTION 16(a) BENEFICIAL OWNERSHIP REPORTING COMPLIANCE
Section 16(a) of the Securmes Exchange Act of 1934 requires Tercica’s directors and executive officers,
and persons who own more than ten percent of a registered class of Tercica’s equlty securities, to fileé with the
SEC initial reports of ownership and reports of changes in ownership of Tercica common stock and other equity
securities. Officers, directors and greater than ten percent stockholders are requ1red by SEC regulations to furnish
Tercica with copies of all Section 16(a) forms they file.

To Tercica’s knowledge, based solely on a review of the copies of such reports fumished to Tercica and
written representations that no other reports were required, during the fiscal year ended December 31, 2007, all
Section 16(a) filing requirements applicable to Tercica’s officers, directors and greater than ten percent beneficial
owners were complied with.

EQUITY COMPENSATION PLAN INFORMATION

The following table provides certain information with respect to all of Tercica’s equity compensation plans
in effect as of December 31, 2007: .

Number of securities
remaining available
Number of securities Weighted-average  for issuance under

to be issued upon exercise price of  equity compensation
exercise of outstanding plans (excluding
outstanding options,  options, warrants securities reflected
warrants and rights and rights in column (a)}
Flan Category @ (b) {0
Equity compensation plans approved by security
holders ... ... e 5,419,638 $6.71 1,099,517(1)
Equity compensation plans not approved by security
holders ...... . ... . . i e —_ — —
Total .. ... e 5,419,638 $6.71 1,099,517(1)

(1) Of these shares, 218,659 shares remained available for the grant of future rights under Tercica’s 2004
Employee Stock Purchase Plan as of December 31, 2007. Under Tercica’s 2004 Employee Stock Purchase
Plan, participants are permitted to purchase Tercica common stock at a discount on certain dates through
payroll deductions within a pre-determined purchase period. Accordingly, these numbers are not
determinable.

EXECUTIVE COMPENSATION

Compensation Discussion and Analysis
Objectives of Tercica’s Compensatlon Program

Tercica is an carlier-stage blophannaceutlcal company that has been undergmng a transition from the
development stage to product commercialization. Tercica’s goal is to capitalize on the opportunities presented by
Increlex® and Somatuline® Depot and to develop and commercialize additional new products for the treatment of
metabolic disorders. The success of earlier-stage biopharmaceutical companies is significantly influenced by the
quality of their work forces. As a result, Tercica faces significant competition for executives and other talented
employees from the numerous pharmaceutical and biotechnology companies in the San Francisco Bay Area. In
light of these circumstances, Tercica’s compensation program is designed to help Tercica attract talented
individvals to manage and operate all aspects of Tercica’s business, to reward these individuals fairly, and o
retain those individuals who continue to meet Tercica’s high expectations and support the achievement of
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Tercica's business objectives. In this regard, during 2007, Tercica’s compensation program was specifically
designed 1o:

» reward employees and executives for Tercica’s overall performance and for the achievement of
departmental and individual goals and responsibtlities, as well as adherence to company values;

» attract and retain talented individuals who are capable of leading Tercica in achieving its business
objectives in an industry characterized by competitiveness, growth and a challenging business
environment; and ' :

« provide substantial alignment of management’s interests with the long-term interests of stockholders.

) Tercica pays cash compensation to provide an appropriate and competitive level of current cash income and

to reward, in the casc of any bonus or salary increase, strong performance over the past year. In this regard, the

cash bonuses awarded to Tercica’s executive officers reftect significant business and strategic achievements

during the past year, including the favorable settlement of Tercica’s patent infringement litigation against Insmed
[ncorpbrated and the consummation of Tercica’'s worldwide collaboration with Genentech, Inc. for the
development and commercialization of two growth hormone combination product candidates. Tercica also offers
long-term incentive compensation. As discussed in further detail below, Tercica’s 2007 compensation program .
for its executive officers consisted of, and was intended 1o strike a balance amoag, the following three primary
components: ' '

*  Base Salary. Base salary for each of Tercica’s executive officers is based principally on an evaluation of
individual job performance during the prior year, as well as on base salary, total cash compensation and
total compensation benchmarking against Tercica’s peer group companies.

.*  Performance Bonus. Executive officer performance bonuses for 2007 were determined in accordance
with the criteria set forth under Tercica’s Incentive Compensation Plan, which takes into account
corporate goals approved by the Board of Directors and the executive officer’s performance with respect
to his or her department’s and personal performance objectives.

* Long-Term Incentive Compensation. Long-term incentive awards, comprised of stock option grants and
restricted stock unit awards, are designed to ensure that incentive compensation is linked to the long-
term performance of Tercica common stock and to align its executive officers’ performance objectives
with the interests of Tercica’s stockholders. Stock options and restricted stock unit awards are granted to
Tercica’s executive officers both as a reward for past individual and corporate performance and as an
incentive for future performance.

Role of the Compensation Committee of Tercica’s Board of Directors

The Compensation Committee of Tercica’s Board of Directors oversees Tercica’s overall compensation
program for ‘its employees and execulive officers. In addition, the Compensation Commitiee evaluates the
performance and recormnmends the compensation of Tercica’s Chief Executive Officer to the Board of Directors,
The stated policy of the Compensation Committee is to maximize stockholder value over time. The primary goal
of the Compensation Committee and Tercica’s executive compensation program is therefore to closely align the
interests of the executive officers with those of Tercica's stockholders. To achieve this goal the Compensation
Committec attempts to:

+ offer compensation opportunities that attract and retain executives whose abilities are critical to the
long-term success of Tercica, that motivate individuals to perform at their highest level and that reward
outstanding achievement; .

maintain a significant portion of the executive’s total compensation at risk, tied to achievement of
financial, organizational and management performance goals; and

encourage executives to manage from the perspective of owners with an equity stake in the company.,
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The responsibilitics of the Compensation Committee include the following:

* annually reviewing and making recommendations to the Board of Directors for Tercica's Chief
Executive Officer, and reviewing and approving for the other executive officers of Tercica the
following: -

* annual base salary;
« annual incentive cash bonus, including the specific goals and amount;
equity compensation; | ;%ﬁ =
« employment agreements, sezé;izihce arrangements, and change in control agreements/provisions; and
. P TS N .

« any other benefits, compensation, compensation policies or arrangements, including.compensation
relating to raises and promotions; and

L

« annually reviewing and making recommendations to the Board of Directors regarding general
compensation goals and guidelines for Tercica’s employees and the criteria by which bonuses to
Tercica’s employees are determined. -

In‘reviewing and approving such matters, the Compensation Committee considers such matters as it deems
appropriate, including Tercica’s financial and operating performance, the alignment of the interests of the
executive officers and Tercica’s stockholders, the performance of Tercica common stock and Tercica’s ability to
attract and retain qualified individuals. For executive compensation decisions, including decisions relating to the
grant of stock options and restricted stock unit awards to executive officers, the Compensation Committee
typically considers the recommendations of Dr. Scarlett, Tercica’s Chief Executive Officer, and Dr. Scarlett
typically participates in the Compensation Committee’s "deliberations about executive compensation matters.
However, Dr. Scarlett does not participate in the determination of his own compensation, nor does he participate
in deliberations with respect thereto. Dr. Scarlett also annually develops Tercica’s strategic and other corporate
goals, which are reviewed by the Compensation Committee and the Board of Directors, and, subject to their
input, approved by the Board of Directors. In determining his executive officer compensation recommendations,
Dr. Scarlett solicits the input of, and receives documentary support from, Tercica’s Human Resources group. The
Compensation Commiitee also receives documentary and analysis support from compensation and benefits
consulting experts. Other than Dr. Scarlett, no other executive officers recommended to the Compensation
Committee the amount or form of executive officer compensation. Mr. Rosenfield, Tercica’s Executive Vice
President of Legal Affairs, General Counsel and head of Tercica’s Human Resources group, participated in
Compensation Committee meetings at which executive officer compensation was determined, but did not
participate in any discussions of others or his own compensation. The Compensation Committee does not
delegate any of its functions to others in determining executive compensation, ’

The Compensation Committee has not established any formal policies or guidelines for allocating
compensation between current and long-term incentive compensation, or between cash and non-cash
compensation. However, because of the overall importance to Tercica’'s success of aggressively pursuing its
strategic goals, as.well as to preserve its cash resources, a significant portion of Tercica’s executive officers” total
compensation has been, and is expected to continue to be, comprised of long-term equity compensation. In
determining the amount and mix of compensation elements and whether each element provides the correct
incentives and rewards for performance consistent with Tercica’s short and long-term goals and objectives, the
Compensation Committee relies on its judgment about each individual rather than adopting a formulaic approach
to compensatory decisions that are too narrowly responsive to shori-term changes in business performance.
However, in 2008, the Compensation Committee determined that Tercica’s long-term compensation program
should be comprised of approximately 2/3% stock option awards and 1/3% restricted stock unit awards, with each
restricted stock unit award valued at twice the value of a stock option award covering the same number of shares
of Tercica common stock, as explained in more detail under “Tercica’s Executive Compensation Program—
Executive Officer Long-Term Incentive Compensation.”
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2007 and 2008 Cempensation Surveys

The Compensation Commitiee believes that it is important when making compensation decisions to be
informed as to the current practices of comparable publicly-held companies, particularly since the Compensation
Committee strives to provide competitive compensation levels to its executive officers. To this end, in each of
2007 and 2008, the Compensation Committee engaged the services of an independent compensation and benefits
consulting expért, Towers Perrin, to provide a review and analysis of Tercica’s salaries, bonuses and stock

p incentive awards for executive officers as compared to a peer group of biotechnology and pharmaceutical
companies of a size and complexity similar to that of Tercica.

Based on the Compensation Committee’s approval of a peer group for benchmarking executive
compensation for 2007 salaries, bonuses and stock incentive awards, Tercica's Human Resources group provided
to the Compensation Committee a benchmarking survey comprised of the following component companies:

+  ACADIA Pharmaceuticals Inc.  * Cytokinetics, Incorporated *  Nektar Therapeutics

*  Advancis Pharmaceutical Corp. * Dendreon Corporation »  Neurocrine Biosciences, Inc.
(now Mlddlf’BmOk * Dynavax Technologies * 'Nuvelo, Inc. -
Pharmaceuticals, Inc.) Corporation . e

) ‘Qnyx"fj-li_érmaceuticals, Inc.
= Alkermes, Inc. *  Exelixis, Inc. +  PDL BioPharma, Inc.
*  Anadys Pharmaceuticals, Inc. - Genitope Corporation 8

Pharmion Corporation

= Barrier Therapeutics, I'nc. . I_m?rM"“c' Inc. . . Rigel Pharmaceuticals, Inc.

+  BioMarin Pharmaceutical Inc. o Isis phmaceuticals, Inc. ’ . . Seaitle Genetics, Tnc.

- Celi Genesys, Inc. *  Kosan Biosciences - Sirna Therapeutics, Inc.

»  Connetics Corporation (now a Incorporated . ‘ .
subsidiary of Stiefel . Ligﬁnd Pharmaceuticals +  Sunesis Pharmaceuticals, Inc.

*  Telik, Inc.

+«  Theravance, Inc.

Laboratories, Inc.) - Incorporated

¢ CoTherix, Inc. «  Maxygen, Inc.

«  Cubist Pharmaceuticals, Inc. « ZymoGenelics, Inc.

¢ Metabasis Therapeutics, Inc.

* - CV Therapeutics, Inc. *  Myogen, In¢. (now Gilead

Colorado, Inc.)

Based in part on T_owgf's Perrin’s benchmarking analysis, Dr. Scarlett proposed executive compensation
recommendations to the Compensation Committee regarding 2007 salaries, total target cash compensation (i.e.,
salary and bonus) for 2007, and grants of stock options for executive officers. For executive officers, the
S5 Compensation Committee generally aimed to provide total cash compensation at approximately the SO to 75%
percentile range of Tercica’s peer group companies. Because the Compensation Committee uses peer group data
primarily to ensure that Tercica’s executive compensation program as a whole is compeltitive, total cash
compensalion targets (as well as total cash compensation actually awarded) for individual executive officers may
be above that range depending on difficulty in recruiting for the position, the criticality of the position, and the
scope of the individual’s goals and responsibilities, including in connection with promotions.
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The component companies comprising Tercica’s peer group approved by the Compensation Committee for
Towers Perrin to benchmark executive compensation data for 2008 were:

+  ACADIA Pharmaceuticals Inc. = GTx, Inc. = Omrix Biopharmaceuticals, Inc.
*  Acorda Therapeutics, Inc, . »  Incyte Corporation +  Progenics Pharmzi_ééuticalé, Inc.
. A'ffyma'x, Inc. i o » InterMune, Inc. = Rigel Pharmaceuticals, Inc.

*  Arena Pharmacenticals; Inc. ! + Isis Pharmaceuticals, Inc. «  Sangamo BioSciences, Inc. .-

* Alnylam Pharmaceuticals, Inc.  « Jazz Pharmaceuticals, Inc. *+  Seattle Genetics, Inc.

«  ARIAD Pharmaceuticals, Inc.  +  Ligand Pharmaceuticals »  Theravance, Inc.

- Acray BioPhama, Inc. _ Incorpgrated . *  ViroPharma lr;éorpbrated.

+  Dendreon Corporation * MaxygenInc. . « ~Xoma Ltd.

« Enzon Pharmaceuticals, Inc. * Medarex, Inc. *  ZymoGenetics, Inc.

*  Geron Corporation *  Nektar Therapeutics

v

The Compensation Committee changed the peer group from the 2007 peer group to take into account
acquisitions and mergers of peer group companies, market capitalization adjustments, companies. with ‘a more
comparable commercial status and revenue level, companies with a similar number of employees and proximity
to the San Francisco Bay Area, and whether the company competed with Tercica in the hiring of executive
officers. '

Based in part on Towers Perrin’'s benchmarking analysis of the new peer group, Dr. Scarlett proposed
executive compensation recommendations to the Compensation Committee regarding 2008 salaries, total target
cash compensation for 2008, and grants of stock options and restricted stock units for executive officers. For
executive officers, the Compensation Committee generally aimed to provide total compensation (i.e.; total cash
and equity grants, with thé value of equity grants based on Black-Scholes valuations) at approximately the 50t to
75% percentile range of Tercica's peer group companies, with total cash compensation generally being weighted
more heavily than equity. Because the Compensation Committee uses peer group data primarily to ensure that
Tercica’s executive compensation program as a whole is competitive, total compensation targets (as well as total
compensation actually awarded) for individual executive officers may be above that range depending on
difficulty in recruiting for the position, the criticality of the position, and the scope of the individual’s goals and
responsibilities, including in connection with promotions.

The Compensation Committee realizes that benchmarking Tercica’s executive compensation program
against compensation earmmed at comparable companies is not always appropriate as a stand-alone tool for setting
compensation due to the aspects of Tercica’s business and objectives that may be unique to Tercica. However,
the Compensation Committee believes that gathering this information is an important part of its decision-making
process with respect to Tercica’s exécutive compensation program. ‘ :

Evaluation of Executive Performance; Incentive Compensation Plan

Executive officers are evaluated with respect to their achievement of their departmental and individual goals
and responsibilities, adherence to Tercica’s core values and the achievement of the annual company-wide goals
approved by the Board of Directors.

Compensation for exccutive officers will continue to be based in large part on their ability to effectively
develop and implement strategtes and performance that enable Tercica to achieve its company-wide goals and
enhance stockholder value. In this regard, the Board of Directors adopted Tercica’s Incentive Compensation Plan in
February 2006. The Incentive Compensation Plan, which is administered by the Compensation Committee, is
designed to offer incentive compensation (i.e., bonuses and salary increases, including for promotions) to eligible
employees of Tercica, including executive officers, by rewarding the achievemerit"of: corporate and departmental
goals and individual performance objectives. Company objectives generally relate to Tercica’s commercialization
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efforts, clinical programs, regulatory matters, partnering and collaboration efforts, financial measures, fundraising
efforts and organizational matters. Under the Incentive Compensation Plan, each Tercica employee also has
individual performance objectives (i.e., goals and responsibilities) that are determined at the beginning of each year,
and officers are also ranked based on the performance of their department. The Incentive Compensation Plan
provides for the payment of cash compensation to employees at various levels depending on the extent that
corporate goals and individual and department performance objectives are achieved. For 2007, 2008 and beyond,
executive officer salary and cash bonus awards were and will continue to be determined in accordance with the
Incentive Compensation Plan. ' ' oo

Tercica’s Executive Compensation Program

Tercica’s executive officer compensation program consists of three principal components: base salary,
performance bonuses and long-term incentive compensation. Tercica also provide its executive officers with
certain severance and change of control benefits. Finally, Tercica offers its execulive officers participation (with
all other eligible employees) in Tercica’s 401(k) plan, employee stock purchase plan and certain other benefits
available generally to Tercica’s employees. Each component of compensation is evaluated based on the factors
discussed below. :

Executive Officer Salaries

" Salaries for executive officers are based principally on the Compensation Commitiee’s evaluation of
individual goals and departmental performance, competitiveness based on total cash compensation and total
compensation benchmarking as described above, and, in certain cases, Towers Perrins’ assessment of the salaries
paid by similar companies to executive officers holding equivalent positions. The Compensation Committee also
takes into account the achievement-of corporate goals approved by the Board of Directors under the Incentive
Compensation Plan for the prior year and, with respect to executive officers other than Dr. Scarlett,
recommendations made by Dr. Scarlett. In adjusting 2007 and 2008 salaries, the Compensation Committee
neither based its considerations on any.- single factor nor did it specifically assign relative weights to factors, but
rather it considered a mix of factors and evaluated individual salaries against that mix both in absolute terms and
in relation to other company executives. Salaries for new executive officers are based on the officer’s prior
experience and role and responsibilities at Tercica, negotiations between Tercica and the new executive officer,
as well as the relation of that executive officer’s salary level to Tercica’s other executive officers.

Executive Officer Performance Bonuses

Executive officer performance bonuses are determined in accordance with the criteria set forth under. the
Incentive Compensation Plan. As set forth under the Incentive Compensation Plan, the total size of the potential
company-wide bonus pool'is determined each year by the Compensation Committce, The extent to which Tercica
meets, exceeds or falls short of the corporate goals approved by the Board of Directors for each year, as assessed
by the Compensation Committee, determines the actual amount of funds available in the company-wide bonus
pool for that year. Tercica’s 2007 corporate goals approved by the Board of Directors for purposes of the
Incentive Compensation Plan were:

*  attaining a worldwide revenue goal for Increlex®;

+ enrolling two Increlex® clinical trials: MS301, a registration trial for treating primary insulin-like
growth factor-1 deficiency, or Primary IGFDy; and MS308, a trial to investigate once-daily dosing of
Increlex® in patients with Primary IGFD;

+ enabling Increlex® distribution in the European Union, assuming a positive Marketing Authorization
Application opinion in the European Union;

* attaining U.S. and Canada revenue goals for Somatuline® Depot, pending FDA approval;
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+ ' enrolling a Somatuline® Depot clinical trial for acromegaly;
+ effecting an agreement with Genentech for growth hormone combination products;
+ enrolling a growth hormone combination product candidate Phase If clinical trial for short; and

» retaining a targeted level of cash at the end of 2007.

Under the Incentive Compensation Plan, the Compensation Committee in 2008 determined that. Tercica had
met the 2007 corporate goals approved by the Board of Directors for purposes of the Incentive Compensation
Plan, with the exception of the Somatuline® Depot revenue goal. In evaluating Tercica’s performance of its 2007
corporate goals, the Compensation Committee weiglited as highly significant the (above) goals relating to the
Genentech agreement for the development and commercialization of growth hormone combination products,
worldwide tevenues. from sales of Increlex®, enrolling in three short stature clinical trials, and retaining a
targeted lJevel of cash at the end of 2007. In deiermining the bonus peol and awarding bonuses for 2007
performance, the Compensation Committee also took into account the fact that Tercica substantially-exceeded its
Increlex® -revenue goal and successfully settled its patent infringement litigation with Insmed Incorporated.
Based on the foregoing determination that Tercica had met substantially all of its corporate goals, and the. fact
that Tercica substantially exceeded its Increlex® revenue goal and had settled its litigation with Insmed, in 2008 . «
the Compensation Committee approved a company-wide bonus pool of $3,520,14470r approximately 90% of the
potential company-wide bonus pool previously approved by the Board of Directors. In approving the bonus pool,
the Compensation Committee did not quantify or assign a specific percentage criteria to the various 2007
corporate goals under the Incentive Compensation Plan, but rather sought fo approve a bonus pool that reflected
the Compensation Committee’s determination of the leve! of achievement of 2007 corporate goals, weighting the
corporate objectives deemed more important to Tercica’s 2007 performance by the Compensation Committee
together with the setflement of Tercica’s patent infringement litigation with Insmed. ‘

i

. The bonus pool approved by the Compensation Committee under the Incentive . Compensation Plan is
allocated among eligible employees based on recommendations from management and, with respect to executive
officers, approval by the Compensation Committee, and with respect to Dr. Scarlett, approval by the Board of
Directors. With respect to cash bonuses, each executive officer is assigned a target cash bonus based on a
percentage of base salary, and bonuses are awarded based on a combination of Tercica’s performance with
respect to its corporate goals and the individual’s performance with respect to his or her department’s and
personal performance objectives. For 2007, the target bonus levels for Tercica’s named executive officers were
as follows: 60% of base salary earned during 2007 for each of Dr. Scarlett and Mr. King; 35% of base salary
earned during 2007 for each of Mr. Rosenfield and Mr. Bansal, Tércica’s Executive Vice President and Chief
Financial Officer; and 30% of base salary earned during 2007 for Dr..von-Stein, Tercica’s Senior Vice Président
of Clinical and Regulatory Affairs and Chief Medical Officer. The target bonus percentage levels for the
foregoing .named executive officers under the Iacentive Compensation Plan for 2008 remained unchanged.
Target bonus levels for 2007 and 2008 were generally intended to result in total cash compensation and total
compensation at the competitive levels described above, and in the case of certain of the named executive
officers, the target bonus levels were negotiated as part of their employment agreements with Tercica.

The Compensation Committee retains the discretion to increase, reduce or eliminate the bonus award that
otherwise might be payable to any individual based on actual performance as compared to the individual’s
pre-cstablished target bonus, and 1o pay bonuses even if certain corporate goals or individual performance
objectives are not met. As explained in more detail under “2007 and 2008 Compensation Decisions’ actual bonus
awards for 2007 were based on the achievement of Tercica’s 2007 corporate goals as well as each executive
officer’s achievement of their departmental and individual performance objectives, demonstration of Tercica’s
core values, and an assessment of the executive’s contribution to the achievement of Tercica’s 2007 corporate
goals, all of which factors were weighted equally. Executive officer bonuses for 2007 were awarded above target
levels as a result of the level of achievement of Tercica’s 2007 corporate goals and the settlement of Tercica’s
patent infringement litigation with Insmed, and as a result of each executive officer’s strong performance with
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respect to departmental and individual performance objectives, which departmental and individual performance
is described in more detail under *2007 and 2008 Compensation Decisions.”

The Compensation Committee has not determined whether it would attempt to recover bonuses from
Tercica’s executive officers if the performance objectives that led to a bonus determination were to be restated,
or found not to have been met to the extent originally believed by the Compensation Committee.

Tercica has not histerically paid any automatic or guaranteed bonuses'to its éxecutive officers. However,
Tercica has from time to time paid signing bonuses in connection with the initial hiring of an executive officer.

Executive Officer Long-Term Incentive Compensation

Long-term incentive awards, such as stock options and restricted stock units, are designed to ensure that
incentive compensation is linked to the long-term performance of Tercica common stock. Tercica has provided
long-term compensation to certain members of senior management under Tercica’s 2004 Stock Plan. The 2004
Stock Plan provides Tercica with the ability to periodically reward key employees, including executive officers,
with options 10 purchase shares of Tercica common stock as well as restricted stock units and other stock
purchase rights. The value of stock options is tied to the future performance of Tercica common stock and b
provides value to the recipient only when the price of Tercica common stock increasés above the option grant
price. Tercica does not time the granting of its equity awards with any favorable or unfavorable news released by
Tercica_and the proximity of the grant of any awards to an eamnings announcement or other market events is
coincidental. Through option grants, restricted stock units and other stock awards, executives receive significant
equity incentives to build lTong-term stockholder value. Additional long-term equity incentives - are provided
through Tercica’s 2004 Employee Stock Purchase Plan in which all eligible employees, including eligible
executive officers of Tercica, may purchase stock of Tercica, subject to specificd limits, at 85% of fair market
value. During 2007, none of the named cxecutive officers participated in the 2004 Employee Stock Purchase
Plan,

For 2007, the Compensation Committee determined the size of the option grants to the named executive
officers {other than Mr. King) by targeting the size of the grant at a level of approximately 25% to 35% of the
number of shares of Tercica common stock subject to all previous stock options granted to the named executive
officers, and then considered the named executive officer’s position with Tercica and his individual job
performance and contributions to Tercica’s annual goals, as applicable. The size of Mr. King's stock option grant

= was determined pursuant to the terms of Mr. King’s negotiated employment agreement that is dcscnbed under
e “2007 and 2008 Compensation Decnsmns

Prior to 2008, stock option awards were the sole component of Tercica’s long-term incentive compensation
program. However, in February 2008, the Board of Directors determined that Tercica's long-term incentive
compensation program for continuing employeces should be comprised of approximately 2/3% stock options and
1/31 restricted stock unit awards. For purposes of the Compensation Committee’s equity grant determinations,
each restricted stock unit award is valued, based on a Black-Scholes valuation comparison, at approkimately
twice the value of a stock option award covering the same number of shares of Tercica common stock. The
Board of Directors determined to add restricted stock unit awards to continuing employees’ long-term incentive
compensation based on Towers Perrin’s analysis of the current trend toward the granting of restricted stock unit
awards among biotechnology and other companics and for the purpose of reducing stockholder dilution.

Sl

In March 2008, the Compensation Committee granted to Tercica’s executive officers and vice presidents
stock options and restricted stock unit awards, In April 2008, the Board of Directors granted stock options and
restricted stock unit awards to Dr. Scarlett, based on the Compensation Committee’s recommendations. In each
case, the Compensation Committee determined the size of the equity awards in the context of placing the
executive officer’s total compensation (i.e., total cash and equity grants) within the competitive levels described
above under “2007 and 2008 Compensation Surveys,” with the total equity award comprised of approximately
2/3rd in the form of a stock option grant and 1/3rd in the form of a restricted stock unit award as described above.
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In the Compensation Committee’s consideration of. an executive officer’s long-term incentive compensation,
after reviewing performance, scope of duties and criticality of the position, the Compensation Committee
balanced cash compensation and long-term incentive compensation as part of their total compensation
benchmarking efforts, welghtmg cash compensation higher, except for Mr. Rosenfield, where it was weighted the
same,

Severance and Change of Control Benefits

Under their employment agreements, Tercica’s executive officers are entitled to certain severance and
change of control benefits, the terms of which are described in detail below under “Employment Agreements and
Arrangements—Executive Employment Agreements.”. With - respect to change of control benefits, Tercica
provides severance compensation if an executive officer is terminated in connection with a change of control
transaction, These change of control benefits that are structured on a “double-trigger” basis, meaning that before
an executive officer can receive severance compensation: (D) aﬁ change of control must oécur and (2) within 12
months of such change of control, the executive officer’s employment must be terminated for good reason or
without cause. These provisions were included to motivate Tercica's executive officers to act in the best interests
of Tercica’s stockholders by removing the distraction of post—change of control uncertainties faced by’ the
executwe officers with regard to their continued employmént and compensation.=Tercica believes that double-
trigger change of control severance compensation is attractive to maintain continuity and retention of key
management personnel and is consistent with Tercica’s compensation philosophy. In this regard, in connection
with the grant of restricted stock unit awards to the named executive officers in 2008, the Compensation
Committee approved amendments to each named executive officer’s employment agreements to provide that the
vesting of the restricted stock units will be subject to the same change of control vesting acceleration provisions
in their employment agreements as are applicable to stock options granted to the named executive officers.
Tercica also believes that the other severance benefits are appropriate, particularly with respect to a termination
by Tercica without cause since in that scenario, Tercica and the executive officer have a mutually-agreed-upon
severance package that is in place prior to any termination eveut which provides Tercica with mare flexibility 1o
make a change in executive management if such a change is in the stockholders’ best interests.

Indemnification Agreements; D& O Liability Insurance oo

Tercica has entered and expects to continue to enter into agreements to indemnify its directors, executive
officers and other employees as determined by the Board of Directors. These agreements provide for
indemnification for related expenses mcludmg attorneys’ fees, judgments, fines and settlement amounts incurred
by any of these individuals in any action or proceeding. Tercica believes that indemnification agreements are
necessary to attract and retain qualified persons as dlreclors and officers. Tercica also maintain directors’ and
officers’ liability insurance,

Othér Benefits

Tercica maintains a 401(k) plan in which substantialty all of its employees are entitled to participate.
Employees contribute their own funds, as salary deductions, on a pre-tax basis. Contributions may be made up to
plan limits, subject to- government limitations, The 401(k) plan does not currently allow for matching
contributions by Tercica. Tercica also provides medical, dental and life insurance. benefits to all full-time
employees, including Tercica's executive officers. '
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2007 and 2008 Compensation Decisions

Tercica’s key compensation actions for Dr. Sca_rlégl and the other named executive officers during 2007 and
2008 are summarized as follows:

John A. Scarlett, M.D.—Chief Executive Officer

Base Salary Determinations. In setting Dr. Scarlett’s base salary for 2007, the Board of Directors evaluated
the same factors for establishing the salary levels of the executive officers generally, as well as Tercica’s 2006
financial and operating performance, and the performance of Tercica common stock. In addition, the
Compensation Committee and Board of Directors considered the status of Dr. Scarlett as Tercica’s most senior
officer, a review of the compensation for chief executive officers of Tercica's peer group companies, and the
important role he performed in achieving overall corporate objectives. For fiscal 2007, Dr. Scarlett’s base salary
was set at $440,000, or a 10% increase from his prior year's base salary of $400,000. Dr. Scarlett’s base salary
for fiscal 2008 was set at $520,000, or an approximately 18% increase from his 2007 base salary. The Board of
Directors approved the 18% iricrease in salary for 2008 because Dr. Scarlett’s 2007 salary was below the 50 to
75% percentile range of Tercica’s peer group compames and also because of Tercica’s strong performance against
its 2007 corporate goals.

Bonus Compensation Determinations. For 2007, Dr. Scarlett also received a cash bonus award under the
Incentive Competisation Plan of $375,000 (which was determined and paid in 2008), or approximately 142% of
his target bonus. Dr. Scarfett’s bonus award recommended by the Compensation Committee for 2007
performance and set by the Board of Directors, was based primarily on the Compensation Committee's
assessment of Tercica’s performance of its 2007 corporate goals, as described under “Tercica’s Execulive
Compensation Program—Executive Officer Performance Bonuses,” and the fact that Tercica exceeded its
worldwide Increlex® revenue goal and settled its litigation with Insmed. Dr. Scarlett’s bonus award also reflects
the erong of achievement of his individual performance objectives, including his overall leadership and
management in achieving Tercica’s 2007 corporate objectives as well as the strength of his leadership and
strategies for Tercica's long-term future.

25

Long-Term Incentive Compensation. In 2007, Dr, Scarlett was awarded a stock option to purchase 250,000
shares of Tercica common stock at an exercise price of $5.56 per share, the fair market value of Tercica common
stock on the date of grant. As with all grants of stock options to executive officers in 2007, 1/4% of the shares
subject to the stock option vest on the first anniversary of the grant date, and 1/48% of the shares subject to the
stock option vest monthly thereafter. In 2008, Dr. Scarlett was awarded a stock option to purchase 133,000 shares
of Tercica common stock at an exercise price of $6.13 per share, the fair market value of Tercica common stock
on the date of grant, and an award of 33,500 restricted stock units. As with all grants of restricted stock units to
executive officers in 2008, the awards vest on a series of four successive annual installments on the dates that are
the 13th, 24th, 36th, and 48th month anniversaries of the date of grant, subject to the individual’s continued
service through each such date, so that the award is fully vested on the 48th month anuniversary of the date of
grant. As was the case for all named executive officers, the 2008 stock option grant and restricted stock unit
award were awarded both as a reward for 2007 individual and corporate performance and as an incentive for
future performance.

The Compensation Committee also reviewed perquisites and other compensation paid to Dr. Scarlett for
2007, which included $26,000 in housing costs reimbursed by Tercica and $13,898 in personal travel expenses
reimbursed by Tercica and found these amounts to be rcasonable. Dr. Scarlett does not receive scparaie
compensation for serving as a member of the Board of Directors.

Richard King—President and Chief Operating Officer

Executive Employment Agreement. Mr. King joined Tercica effective February 25, 2007 as Tercica’s Chief
Operating Officer, with all of the commercial, manufacturing and quality groups reporting to him. In February 2008,
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the Board of Directors promoted Mr. King to the office of President and added as his direct reports all of the clinical
and medical groups. Mr. King's compensation for 2007 was largely based on the terms of the employment agreement
Tercica negotiated with Mr. King. The Compensation Committee believes that the compensatory arrangements
included in Mr. King's employment agreement are consistent with Tercica’s compensation phllosophy and competitive
with Tercica’s peer group and internally equitable in relation to other company executives, The primary elements of
the compensatory arrangements covered in Mr. King's employment agreement include: an annual base salary of
$400,000, which is reviewed annually; a target annual bonus opportunity equal to 60% of base salary eamed dunng the
applicable year; a $45,000 sign-on bonus, which was necessary to recruit Mr. King and must be repaid by Mr. ng if
he voluntarily resigns or is terminated for cause within 18 months of his employment start date; and a stock option
grant covering 275,000 shares of Tercma common stock, which vests in accordance with Tercica's slandard vesting
schedule for executive officers. Tercicy also offered Mr. King certain housing-related: mducements which were
necessary to recruit Mr. King, including: the reimbursement of up to $50,000 for relocation expenses incurred in
connection with his relocation from Pennsylvania to the San Francisco Bay Area, and up to 6% for the realtor
commission incurred in connection with the sale of his Pennsylvania home, including related tax £ross-up payments
not to exceed $48,000, both of which are subject Lo repayment if Mr. King voluntarily resigns or is terminated for
cause within 18 months of his employment start date; as well as a monthly housing supplement during his employment
term of $7,000 for the first year of employment, $6,000 for the second year of employment, $4,500 for the third year of
employment, $3,000 for the fourth year of employment and $1,500 for the fifth year of employment. Dr. Scarlett, with
input from the Human Resources group, had presented this arrangement to the Compensation Commiltee for approval.
The Compensation Committee reviewed the proposed offering and concluded that the recommended compensation
arrangement was fair and reasonable and approved Dr. Scarlett’s recommendation.

Bonus Compensdtion Determinations. For 2007, Mr. King was awarded a cash bonus award under Tercica’s
Incentive Compensation Plan of $300,000 (which was determined and paid in 2008), or approximately 148% of
his target bonus. The Compensation Committee highly valued Mr. King’s individual contributions to Tercica’s
performance of its 2007 corporate goals, primarily his leadership regarding the worldwide revenues from sales of
Increlex® and the launch of Somatuline® Depot, and consummating the Genentech agreement for the
development and commercialization of growth hormone combination products. The Compensation Committee
also highly valued Mr. King’s individual performance based on the performance of the commercial (e.g., revenue
and commercialization goals), manufacturing (e.g., transfers of bulk and fill and finish operations and inventory
control) and quality (e.g., transfer of bulk and fill and finish operations and maintenance of commercial product
quality) groups, whose achievement of their departmental goals were critical in Tercica achieving its 2007
corporate goals, as well as Mr. King’s personnel changes in the sales and marketing groups and Mr. King's
departmental and overall company leadership, which included the design of a company-wide process for
determining and implementing a five-year vision plan.

2008 Base Salary. Mr. King’s base salary for fiscal 2008 was set at $435,000, or an approximately 9%
increase from his 2007 base salary, primarily due to the additional responsibilities regarding the clinical and
medical groups that accompanied his promotion to President.

Long-Term Incentive Compensation. As stated above, Mr. King was granted an option to purchase 275,000
shares of Tercica common.stock in agcordance with the terms of his negotiated employment agreement. The
option carries an exercise price of $5::$% per share, the fair market value of Tercica common stock on the date of
grant. 152008, Mr. King was awarded a stock option to purchase 73,000 shares of Tercica common stock at an
exercigé price of $6.]3 per share, the fair market value of Tercica common stock on the date of grant, and an
awa;d' of 33,500 restricted stock units.

Ajay Bansal—Executive Vice President and Chief Financial Officer

Base Salary Determinations. For_fiscal 2007, Mr. Bansal's base salary was set at $325,000, or an
approximately 8% increase from his prior year’s salary of $300,000. Mr. Bansal’s base salary for fiscal 2008 was
set at $350,000, or an approximately 8% increase from his 2007 base salary, which increase reflects his
promotion to Executive Vice Bresident in December 2007.

.
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Bonus Compensation Determinations. For 2007, Mr. Bansal was awarded a cash -bonus award under
Tercica’s Incentive Compensation Plan of $185,000 (which was determined and paid in 2008), or approximately
163% of his target bonus. Mr. Bansal’s bonus award reflects his key contributions and.exemplary performance in
Tercica’s achievement of its corporate goals, primarily in consummating the Genentech agreement for the
development and commercialization of growth hormone combination products and -guiding Tercica’s
expenditures resulting in Tercica retaining a targeted level of cash at the end of 2007. The Compensation
Committee also highly valued Mr. Bansal’s performance based on the performance of the finance (e.g., complex
accounting .issues, forecasts and -budgets), corporate development (e.g., Geneatech égreement and Ipsen
refationship) and investor relations {e.g., meetings with .investors and relationships with analysts) groups, and
Mr. Bansal’s overall company leadership, which included business strategy, five-year-business planning and key
forecasting. : .

Long-Term Incentive Compensation. In 2007, Mr. Bansal was awarded a stock optlon to purchase 85,000
shares of Tercica common stock at an exercise price of $5.78 per sharé, the fair market value of Tercica common
stock on the date of grant. In 2008, Mr. Bansal was awarded a stock option to purchase 57,000 shares of Tercica
common stock at an cxercise price of $6.13 per share, the fair market value of Tercica common stock on the date
of grant, and an award of 14,000 restricted stock units, :

+ . +
Y . ' =t .

Stephen N. Rosenﬁeld;Execuﬁve Vice President af Legal Affairs, General Counse_! and Secretary

Base Salary Determinations, For fiscal 2007, Mr. Rosenfield’s base salary was set at $325,000, or an
approximately 14% increase from his prior year’s base salary of $265,000. This was primarily due to
Mr. Rosenfiéld’s expanded role in leading the Human Resources group. Mr. Rosenﬁcld’s base salary for fiscal
2008 was set at $345,000, or an approximately 6% increase from his 2007 base salary.

Bonus Compensation Determinations. For 2007, Mr. Rosenfield was awarded a cash bonus award under
Tercica’s Incentive Compensation Plan of $185,000 {which was determined and paid in 2008), or approximately
163% of his target bonus. Mr. Rosenfield’s bonus award primarily reflects his leadership in the settlement of the
patent infringement litigation against Insmed Incorporated, as well as his role in consummatmg the Genentech
agreement for the development and commercialization of growth hormone combination products. In addition, the
Compensation Committee highly valued Mr. Rosenfield’s performance based on the. performance of the legal
{e.g., lltlgatlon patent application processing and approval, and tlmely negotiation of contracts) and human
resources (e.g., timely personnel hiring, benefits benchmarking and savings in benefits expenses) groups, and
Mr. Rosenfield’s overall company leadership, which included business strategy and corppllance initiatives,

Long-Term Incentive Compensation. In 2007 Mr. Rosenfield was awarded a slock optlon to purchase
120,000 shares of Tercica common stock at an exercise price of $5.78 per share, the fair market value of Tercica
common stock on the date of grant. In 2008, Mr. Rosenfield was awarded a stock option to purchase 55,500
shares of Tercica common stock at an exercise price of $6.13 per share, the fair market value of Tercica common
stock on the date of grant, and an award of 13,500 restricted stock units.

Thorsten von Stein, M.D., Ph.D.— Senior Vice President of Clinical and Regulatory Affairs and Chief
Medical Officer

Base Salary Determinations. For fiscal 2007, Dr. von Stein’s base salary was set at $325,000, or an
approximately 12% increase from his prior year’s base salary of $290,000. Dr. von Stein’s base salary for fiscal
2008 was set at $340,000, or an approximately 5% increase from his 2007 base salary.

Bonus Compensation Determinations. For 2007, Dr. von Stein was awarded a cash bonus award under
Tercica's Incentive Compensation Plan of $140,000 (which was determined and paid in 2008), or approximately
144% of his target bonus. Dr. von Stein’s bonus award reflects his key leadership enabling Tercica to enroll in
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three short stature clinical erials (i.e., all corporate goals), and in Tercica retaining a targeted level of cash at the
.. end of 2007. In addition, the Compensation Committee highly valued Dr. von Stein’s:performance based on the
o performance of the clinical (e.g., Increlex® approval in Europe), medical affairs (e.g., Increlex® registry and
safety monitoring} and regulatory (e.g., Increlex® approval in Europe and growth hormone combmallon product
protocol for pedlamc shon stature) groups.

Long-Term Incentive Compensation. In 2007, Dr. von Stein was awarded a stock ‘option 1o purchase 85,000
shares of Tercica common stock: at an exercise price of $5.78 per share, the fair market value of Tercica common
stock on' the date of grant. In 2008, Dr. von Stein was awarded a stock option to- purchase 55,500 shares of
Tercica common stock-at an exercise price of $6.13 per share, the fair market'value of Tercica common stock on

the date of grant, and an award of 13,500 restricted stock units.

Accountmg and Tax Cons:deralmns

Effective January 1, 2006 Tercica adopted the fair value provisions of Financial Accounung -Standards
Board Statement No. 123(R) (revised 2004), “Share-Based Payment” or SFAS 123R. Under SFAS 123R,
Tercica is required to estimate and record an expense for each award of equity compensation (including stock
options and restricted stock units) over the vesting period of the award. The Compensation Committee has
determined to retam for the foreseeable future its stock option and time-based restricted stock unit award
program as the sole components of its long -term compensation program, and, therefore, to record this expense on
an ongoing basis according to SFAS 123R. The Compensation Commitiee has considered, and may in the future
consider, the grant of other types of equily compensation to Tercica’s executive officers in lieu of stock option
grants and time-based restricted stock unit awards in light of the accounting impact of SFAS 123R with respect
to these types of equity compensation and other considerations.

\

Section 162(m) of the Internal Revenue Code of 1986 limits Tercica’s deduction for federal income tax
purposes 1o not more than $1 million of compensation paid to certain executive officers in a calendar year.
Compensation above'$1 million may be deducted if it is “performance-based compensation.” The Compensation
Committee has not yet established a policy for determining which forms of incentive compensation awarded to
Tercica’s executive officers shall be designed to qualify as “performance-based ‘compensation.” To maintain
flexibility in compensating its executive officers in a manner désigned to promote Tercica’s objectives, the
Compensation Committee has not adopted a policy that requires all compensation to be deductible. However, the
Compensation Committee intends to evaluate the effects of the compensation limits of Section 162(m) on any
compensation it proposes to grant, and the Compensation Committee intends to provide future compensation in a
manner consistent with Tercica's best interests and those of its stockholders. For example, Tercica is currently
requesting stockholders to approve Tercica’s Amended and Restated 2004 Stock Plan that is intended maintain
the tax deductible status of stock options that may be granted under that plan.
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Summary Compensation Table

The following table shows, for the fiscal years ended December 31, 2007 and 2006, certain compensation
awarded or paid to, or earned by, Tercica’s principal executive officer, principal financial officer and the three
other highest paid executive officers during the year ended December 31; 2007. The officers listed in the table
below are referred to in this proxy statement as the “named executive officers.”

2007 AND 2006 SUMMARY COMPENSATION TABLE

Non-Equity.
Option  Incentive Plan Al Other
‘ . Salary  Bonus Awards Compensation Compensation.  Total
Name and Principal Position Year $ ($) (s K& ) (43] %
John A. Scarlett, M.D. ............ 2007 440,000 — 845,623  375,000(2) 40,583(3), l‘,’ll()‘rl',206'
" Chief Executive Officer 12006, 400,000 —  T13971 225,000 39,052(4) 1,378,023
AjayBamsal .................... 2007 325,000 —_ 377,267 185,000(2) 785(3) 888,052
Chief Financial Officer and 2006 229,125 50,000(6) 245,506 100,000 . 690(7) 625,321 .
Executive Vice President of ' Co C - :
Finance
Richard King(8) ................. 2007 338,833 45,000(9) 237,532  300,000(2) 35.713(10) 957,078
President and Chief Operating 3 ) )
Officer
Stephen N. Rosenfield ............ 2007 325,000 — 525,067 185.000(2) 435(1 1)1,035.502
Executive Vice President of Legal 2006 285,000 —_ 420,228 150,000 785¢12) 856,013
Affairs, General Counsel and -
Secretary
Thorsten von Stein, M.D.,, Ph.D. .... 2007 325,000 — 362,453 . 140,000(2) 735(13) 828,188
Chief Medical Officer and Senior 2006 290,000 —_ 273,755 $0,000 735(13) 644,490
Vice President of Clinical and
Regulatory Affairs

{1} The dollar amounts in this column represent the compensation cost for the indicated fiscal year of stock
option awards granted pursuant to Tercica's equity compensation plans and thus include amounts from
outstanding stock option awards granted in and prior to the indicated fiscal year. These amounts have been
calculated in accordance with FASB Statement No. 123 (revised), “Share-Based Payment,” or SFAS
No. 23R, using the Black-Scholes option-pricing model. Pursuant to SEC rules, the amounts shown
exclude the impact of estimated forfeitures related to service-based vesting conditions. No stock options

.. were forfeited by any of Tercica’s named executive officers during fiscal 2007 or 2006. Assumptions used
in the calculation of these amounts are included in the notes to Tercica’s audited financial statements
included in Tercica’s Annual Report on Form 10-K filed with the Securities and Exchange Commission on
February:29, 2008. These amounts reflect Tercica’s accounting expense for these awards and do not
correspond to the actual value that may be recognized by the named executive officers.

(2) See footnote (1) to the 2007 Grants of Plan-Based Awards Table below.

(3) Consists of $26,000 in housing costs reimbursed by Tercica, $13,898 in personal travel expenses reimbursed
by Tercica, $250 in airline club membership dues reimbursed by Tercica, and $435 in life insurance
premiums paid by Tercica.

(4) Consists of $22,000 in housing costs reimbursed by Tercica, $16,367 in personal travel expenses reimbursed
by Tercica, $250 in airline club membership dues reimbursed by Tercica, and $435 in life insurance
premiums paid by Tercica.
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(5) Consists of $350 in airline club membership dues reimbursed by Tercica and $435 in life insurance
premiums paid by Terc:lca

(6) Represents a sign-on bonus pald to Mr. Bansal. -

(7) Consists of $400 in airline c¢lub membershlp dues’ relmbursed by Tercica and’ $290 in life insurance

premiums paid by Tercica.

(8) Mr. King joined Tercica as its Chief Operating Officer effective February 26, 2007. In Febrvary 2008,
Mr. King was appointed as Terc:ca s. Presldcnt and continues .to occupy the office of Chief Operating
Officer.

(9) Represents a sign-on bonus that must be repaid to Tercica, on a pro rata basis; if -Mr. King voluniarily
resigns or. is terminated for cause,.as cause is. defined in Mr. ng s employment letter agreement with
Tercica, within 18 months of his employment start date. :

(10) Consists of $35,000 in housing costs reimbursed by Tercica, $350 in airline .club’ membershlp dues
‘reimbursed by Tercica, and $363 in life insurance premiums paid by Tercica. ’

"(11) Consists of $435 in life i instrance premlums paid by Tercica.

(12) Consists of $350 in airline club membership dues reimbursed by Tercma and $435 in life insurance
premiums paid by Tercica.

(13) COI‘ISISI.S of $300 in airline club membership dues reimbursed by Tercica and $435 in life insurance
premiums paid by Tercica.

Grants of Plan-Based Awards -

The following table sets forth certain information regarding grants of plan-based awards to the named
executive officers during the year ended December 31, 2007.

2007 GRANTS OF PLAN-BASED AWARDS TABLE

Eslgimatelg I[;o.':’sible Opl?;L(:ggids :

ﬁ;rlll-Equ'i'l;r Numbg.l: of Exercise_ or Grant_
Incentive Plan Awards US:(clgll:ll;l'lfg %ﬁg;;? Q::fuflf

Grant © Target Options Awards Option
Name 7 . . Date ($K1) #2) (%/Sh) Awards($)

John A Scarlett, MD. .................. : — 264,000 — _— —
02/15/07 —_ 250,000 5.56 877,275

AjayBansal ........ ... ... Lol ' — 113,750 ' — — —
02/14/07 — 85,000 5.78 310,080

Richard King ............ e —_ 203,300 — — —
02/26/07 . —_ 275,000 5.40 937,228

Stephen N. Rosenfield . ....... ... .. ... —_ 113,750~ — — -_—
02/14/07 _— 120,000 5.78 437,760

Thorsten von Stein, M.D.,Ph.D. .......... —. 97.500 — — —
0214407 —_ 85,000 5.78 310,080

(1) This column sets forth the target amount of each named executive officer’s annual cash bonus award for the
year ended December 31, 2007 under Tercica’s Incentive Compensation Plan. The actual cash bonus award
carned for the year ended December 31, 2007 for each named executive officer is set forth in the 2007 and
2006 Summary Compensation Table above. As such, the amounts set forth in this column do not represent
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additional comnpensation earned by the named executive officers for the year ended December 31, 2007, For
more information regarding Tercica’s Incentive Compensation Plan and the cash bonuses awarded to the
named executive officers for the year ended December 31, 2007, please see “Compensation Discussion and
Analysis—Tercica’s. Executive Compensation Program— Executive Officer Performance Bonuses” and
“Compensation Discussion and Analysis—2007 and 2008 Compensation Decisions.”

(2) Stock options were granted pursuant to Tercica’s 2004 Stock Plan. 1/4% of the shares subject to the stock
option vest on the first anniversary of the grant date, and 1/48% of the shares subject to the stock option vest
monthly thereafter, Vesting is contingent upon continued service. For a description of the terms of stock
options granted under the 2004 Stock:Plan, please- see “Employment Agreements and Arrangements—
Equity Compensation Arrangements.”

Employment Agreements and Arrangements
Executive Employment Agreements
John A. Scarlett, M.D. -

In February 2002, Tercica entered into an employment agreement that was amended in May 2002, February 2005
and March 2008, and a restricted common stock purchase agreement for the purchase of 328,158 shares of common
stock, with John A. Scarlett, M.D., Tercica’s Chief Executive Officer. Pursuant to the terms of the agreement,
Dr. Scarlett’s base salary was initially set at $280,000, which is reviewed annually. Dr. Scarlett is also eligible to
participate in any bonus program applicable to Tercica’s executive officers, including pursuant to Tercica's Incentive
Compensation Plan. The agreement also provides for the provision of standard employee benefits as well as an up to
$2,000 monthly housing allowance and the reimbursement of up to $20,000 per year in personal travel expenses in
connection with Dr. Scarlett’s weekly commute between the San Francisco Bay Area and Austin, Texas.

| Pursuant to the agreement and a related restricted stock purchase agreement, Dr. Scarlett purchased 328,158
shares of common stock at a price of $0.00625 per share. Of the 328,158 shares of common stock purchased in
February 2002, or the “founder shares,” 186,904 shares were initially subject to vesting and a right of repurchase
in favor of Tercica. With respect to these shares, Tercica’s right of repurchase lapsed as to 46,726 of these shares
in February 2003, and lapsed at rates between 3,893 and 3,895 shares each month thereafter unti! Tercica's right
of repurchase lapsed in full in January 2006. In addition, pursuant to agreement (as amended), in June 2002,
Dr. Scarlett was granted an option to purchase 514,852 shares of Tercica common stock, representing 5.078% of
the total outstanding equity shares calculated on a fully diluted basis after taking into account the issuance of
Tercica’s Series A preferréd stock on the date of grant. Dr. Scarlett early exercised these shares pursuant to a
restricted stock purchase agreement in December 2002. With respect to the shares purchased in December 2002,
Tercica’s right of repurchase lapsed as to 1/4% of the shares in May 2003, and lapsed at the rate of 1/48% of the
shares each month thereafter until Tercica’s right of repurchase lapsed in full in May 2006.

In the event that Dr. Scarlett is terminated without cause or terminates his own employment for good reason at
any time not within {2 months following a change of control, as these terms are defined in his employment agreement,
Dr. Scarlett will, subject to certain conditions, be entitled to receive certaih severance benefits, including the following:

* at Dr. Scarlett’s election, Dr. Scarlett will either (i) continue to receive, on Tercica’s standard payroll
_dates, his base salary in effect as of his termination date for a period of 12 months following his
termination date, or (ii) receive a lump sum payment equal to 12 months of his base salary in effect as of

his termination date;

= the unvested portion of all of Dr. Scarlett’s equity awards will be subject to accelerated vesting such that
the number of shares that would have vested had Dr. Scarlett’s employment continued for 12 months
following his employment termination date will immediately vest as of his employment termination
date;

« Tercica’s right of repurchase will lapse in full as to all founder shares (Dr. Scarlett’s founder shares
have already vested in full, however); and
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if Dr. ‘Scarlett timely elects continuation of his Tercica-provided group health insurance coverage
pursuant to the Consolidated Omnibus Budget Reconciliation Act of 1985, or COBRA, then Tercica will
reimburse Dr. Scarlett for the cost of his COBRA premiums to continue his health insurance coverage
for him and his dependents for a period of 12 months following his employment termination date.

In the event that Dr. Scarlett is terminated without cause or terminates his own employment for good reason
within 12 months’ following a change of control, Dr. Scarlett will, subject to certain conditions, be entitled to
receive certain severance benefits, including the following: '

* Dr. Scarlett will continue to receive, on Tercica’s standard payroll dates, his base salary in effect as of
his termination date for a period of 24 months following his termination date {(subject to the condition
that Dr. Scarlett not compete with or solicit employees of Tercica, or otherwise interfere with Tercica’s
employment relationships); ‘

* the unvested portion of all of Dr. Scarlett’s equity awards will be subject to accelerated vesting such that
all of the unvested shares will immediately vest in full as of his employment termination date; and

* if Dr. Scarlett timely elects continuation of his Tercica-provided group health insurance coverage
pursvant to COBRA, then Tercica will reimburse Dr. Scarlett for the cost of his COBRA premiums to
continue his health insurance coverage for him and his dependents for a period of 18 months following
his termination date. : o : ‘

If the total amount of payments and benefits to be provided to Dr. Scarlett under his employment agreement
in connection with a change.of control would cause Dr: Scarlett to incur “golden parachute” excise tax liability,
then the payments and benefits will be reduced to the extent necessary to leave him in a better after-tax position
than if no such reduction had occurred. The agreement does not provide .for any tax “gross-up” payments-to
Dr. Scarlett. All of the severance benefits provided for in Dr. Scarlett’s agreement are subject to Dr. Scarlett
entering into a final separation agreement containing Tercica’s standard form of release of claims in favor of
Tercica and other standard provisions, including those relating to non-disparagement and confidentiality.

Ajay Bansal

In February 2006, Tercica entered into an employment letter agreement that was amended in March 2008
with Ajay Bansal, Tercica's Chief Financial Officer and Senior Vice President of Finance. Pursuant to the terms
of the agreement, Mr. Bansal’s base salary was initially set at $300,000, which is reviewed annually. The
agreement also provides that Mr. Bansal is eligible for an annual bonus based on company and individual
performance of up to 35% .of Mr. Bansal’s annual base salary. The agreement provides for the provision of
standard employee benefits as well as a sign-on bonus of $50,000. Pursuant to the agreement, Mr. Bansal was
granted an option to purchase 225,000 shares of Tercica common stock, which vests as to 1/4 & of the shares
upon the one-year anniversary date of the date of grant and continues to vest at a rate of 1/48 % of the shares on a
monthly basis thereafter. :

In the event that Mr. Bansal is terminated without cause or terminates his own employment for good reason
within 12 months following a change of control, as these terms are defined in his employment agreement,
Mr. Bansal will, subject to his entering into of an effective release of claims in favor of Tercica, be entitled to
receive a lump sum severance payment equal to one year of his base salary in effect as of his termination date
and the vesting of all of his stock options and restricted stock unit awards will be accelerated in full. In the event
that Mr. Bansal is terminated without cause at any time not within 12 months of a change of control, Mr. Bansal
will, subject to his entering into of an effective release of claims in favor of ‘Tercica, be enltitled (o receive a lump
sum severance payment equal to one year of his base salary in effect as of his termination date.

Richard King

In February 2007, Tercica entered into an employment letter agreement that was amended in March 2008,
with Richard King, Tercica’s President and Chief Operating Officer. Pursuant to the terms of the agreement,
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Mr. King's base-salary was initially set at $400,000, which is reviewed annually. The agreement also provides
that Mr. King is eligible for an annual bonus based on company and- individual performance of up to 60% of
Mr. King’s annual base salary, The agreement provides for the provision of standard employee benefits as well as
a sign-on bonus of $45,000 that must be repaid to Tercica, on a pro rata basis, if Mr. King voluntarily resigns or
ts terminated for cause, as cause is defined in his employment agreement, within 18 months of his employment
start date. Pursvant to the agreement, Mr. King was granted an option to purchase 275,000 shares of Tercica
common stock, which vests as to 1/4 & of the shares upon the one-year anniversary date of the date of grant and
continues to vest at a rate of 1/48 % of the shares on a monthly basis thereafter.

The agreement also provides for reimbursement of up to $50,000 for usual and customary expenses incurred
in connection with' his relocation from Pénnsylvania to the San Francisco Bay Area and which must be repaid to
Tercica, on a pro rata basis, if Mr. King voluntarily fesigns within 18 months of his relocation date. If such
relocation expenses are imputed as taxable'income for-Mr. King, Tercica has agreed to “‘gross up” Mr. King up to
40% of (hese expenses, up to a maximum of $20,000. Under the terms of the agreement, Tercica has agreed to
reimburse Mr. King up to 6% for the realtor commission incuired'in connection with the sale of his Pennsylvania
home, which must be repaid to Tercica, ‘on a pro rata basis, if Mr. King voluntarily resigns or is terminated for
cause, as defined in his employment agreement, within 18 months following his relocation date. If the
reimbursement of the commission is imputed as taxable incomé for Mr. King, Tercica has agreed to “gross up”
Mr. King up to 40% of these expenses, up to a maximum of $48,000. If Mr. King purchases a-home in the San
Francisco Bay Area within two years of the date of his employment agreement and he is still an employee,
Tercica has agreed to pay him, for each year of home ownership, a monthly housing supplement during his
employment of $7,000 for the first year, $6,000 for the second year, $4,500 for the third year, $3, 000 for the
fourth year and $1,500 for the fifth year.

In the event that Mr. King is terminated without cause or terminates his own employment for good reason
within 12 months following a-change of control, as’ these terms are defined in his employment agreement,
Mr. King will, subject to his entering into of an effective release of claims in favor of Tercica, be entitled 1o
receive a lump sum severance payment equal to one year of his base salary in effect as of his termination date
and the vesting of all of his unvested stock options and restricted stock unit awards will be accelerated in full;
provided, however, that if such termination without cause or for good reason upon a change of control is within
18 months of his employment start date, Mr. King will be entitled to severance pay equal to two years of his base
salary then in effect ag of such termination and the vesting of all of his stock options and restricted stock unit
awards will be accelerated in full.

Stephen N, Rosenﬁetii

In June 2004, Tercica entered into an employment letier -agreement that was amended in February 2005 and
March 2008 with Stephen N. Rosenfield, Tercica’s Executive Vice President of Legal Affairs, General Counsel and
Secretary. Pursuant to the terms of the agreement, Mr. Rosenfield’s base salary was initially set at $260,000, which js
reviewed annually. Mr. Rosenfield is also eligible to participate in any bonus program applicable to Tercica’s executive
officers, including pursuant to Tercica's Incentive Compensation Plan. The agreement also provides for the provision
of standard employee benefits. Pursuant to the agreement, Mr. Rosenfield was granted an option to purchase 180,000
shares of Tercica common stock, which vested as to 144 * of the shares upon the one-year anniversary date of the date
of grant and continues to vest at a rate of 1/48™ of the shares on a momhly basis thereafter.

In the event that Mr. Rosenﬁeld 1s temunated wuhoul cause or terminates his own employment for good
reason within 12 months following a change of control, as these terms are defined in his employment agreement,
Mr. Rosenfield will, subject to his entering into of an effective release of claims in favor of Tercica, be entitled to
receive a lump sum severance payment equal to-one year of his base salary in effect as of his termination date
and- the vesting of all of his stock options and restricted stock unit awards will be accelerated in full. In the event
that Mr. Rosenfield is terminated. without cause at any time not within 12 months of a change of control,
Mr. Rosenfield will, subject to his entering into of an effective release of claims in favor of Tercica, be entitled to
receive a lump sum severance payment equal to six months.of his base salary in effect as of his termination date,
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These severance benefits -are subject to Mr. Rosenfield entering into a final separation agreement containing
Tercica’s standard form of release of claims in favor of Tercica and other standard provisions, including those
relating to non-solicitation of Tercica employees, non-disparagement and confidentiality. The separation
agreement would also provide for COBRA payments by Tercica that extend Mr. Rosenfield’s and his
dependents’ existing health, vision and dental insurance for a term equat to the nomber of months of severance
base salary (i.e., either six months or one year), or until Mr. Rosenfield becomes eligible 10 receive these benefits
from a subsequent employer. :

Thorsten von Stein, M.D., Ph.D.

In December 2004, Tercica entered into an employment-agreement that was amended in March 2008 with
Thorsten von Stein, M.D., Ph.D., Tercica’s Chief Medical Officer and Senior Vice President, Clinical and
Regulatory Affairs. Pursuant to the terms of the agreement, Dr. von Stein’s base salary was initially set at
$255,000, which is reviewed annually. The agreement also, provides that Dr. von Stein is eligible for an annual
bonus based on company and individual performance of up to 30% of Dr. von Stein’s annual base salary. The
agreement provides for the provision of standard employee benefits. Pursuant to the agreement, Dr. von Stein
was granted an option to purchase 110,000 shares of Tercica common stock, which vested as to 1/4% of the shares
upon the one-year anniversary date of the date of grant and continues to vest at a rate of 1/48% of the shares on a
monthly basis thereafter, . o

In the event that Dr. von Stein is terminated without cause or terminates his own employment for good
reason within 12 months following a change of control, as these terms are defined in his employment agreement,
Dr. von Stein will, subject to his entering into of an effective release of claims in favor of Tercica, be entitled to
receive a lump sum severance payment equal to six months of his base salary in effect as of his termination date
and the vesting of his stock options and restricted stock unit awards will be accelerated such that 50% of his
unvested stock option shares and restricted stock unit awards will immediately vest in full as of his employment
termination date. In the event that Dr. von Stein is terminated without cause at any time not within 12 months of
a change of control, Dr. von Stein will, subject to his entering into of an effective release of claims in favor of
Tercica, be entitled to receive a lump sum severance payment equal to six months of his base salary in effect as
of his termination date.

Equity Compensation Arrangement
2004 Stock Plan

Tercica currently grants stock options and restricted stock units to its executive officers through the 2004
Stock Plan. The following is a brief description of certain of the terms of stock options and restricted stock unit
awards that may-be granted under the 2004 Stock Plan:

Stock-Option Awards. All stock options granted to executive officers during the year ended December 31,
2007 have exercise prices equal to 100% of the fair market value of the stock subject to the option on the date of
grant. The exercise price of options granted under the 2004 Stock Plan must be paid, to the extent permitted by
applicable law and at the discretion of the plan administrator (i.e. either the ‘Board of Directors or the
Compensation Committee), (i} by cash or:check, (i) by promissory note, (iii) pursuant to a cashless exercise
program implemented by Tercica, (iv) by delivery of other common stock of Tercica, (v) pursuant to a reduction
in the amount of any liability to the optionee, including any liability attributable to the optionee’s participation in
any Tercica-sponsored deferred compensation program’or arrangement, or (vi) in any other form of legal
consideration acceptable to the plan administrator. :

Options granted under the 2004 Stock Plan may-become exercisable in cumulative increments, or “‘vest,” as
determined by the plan administrator. Vesting typically will occur during the optionholder’s continued service
with Tercica, whether such service is performed in the capacity of an employee, director or consultant and
regardless of any change in the capacity of the service performed. Shares covered by different options granted
under the 2004 Stock Plan may be subject to different vesting terms. [n addition, options granted to executive
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officers under the 2004 Stock Plan may -be exercised prior to vesting, or early exercised, subject to repurchase
rights in favor of Tercica that expire over the vesting period. Shares subject to stock options granted to executive
officers during the year ended December 31, 2007 vest as to. 1/4 of the shares on the one-year anniversary of the
date of grant and 1/48" of the shares on a monthly basis thereafter, subject to continued service. The plan
administrator has the authority to accelerate the time during which an option may vest or be exercised. Under the
2004 Stock Plan, in the event of change in control, the successor corporation may assume ‘or substitute an
equivalent award for each outstanding option. If there is no assumption, or substitution of outstanding options, the
administrator will provide notice to the recipient that he or she has the right to exercise the option as to all of the
shares subject to the award, including shares which would not otherwise be exercisable, for a period of 15 days
from the date of the notice. The award will terminate upon the expiration of the 15-day period. Further, as
described above, Tercica’s executive officers are parties to agreements with Tercica that provide for stock option
vesting acceleration in connection with certain termination events.

The term of options granted under the 2004 Stock Plan is generally ten years, except that in certain cases, the
maximum term is five years. All stock options granted to executive officers during the year ended December 31,
2007 have'ten-year terms.’ Aftér termination of one of Tercica's executive officers, he or she may exercise his or her
option for the period of time stated in the option agreement. Generally, if termination is due to death or disability,
the option will remain exercisable for 12 months. In all other cases, the option will generally remain exercisable for
three months. However, an option may never be exercised later than the expiration of its term.

Restricted Stack Unit Awards. ITn March 2008, Tercica began granting restricted stock unit awards to its
employees, including its executive officers. Each restricted stock unit represents a right to receive one share of
Tercica common stock (subject to adjustment for certain specified changes in Tercica’s capital structure) upon
the satisfaction of vesting criteria approved by the plan administrator. The plan administrator may set vesting
criteria based upon the achievement of company-wide, business unit, or individual goals (including, but not
limited to, continued service), or any other basis determined by the plan administrator in its discretion. To date,
the Board and the Compensation Committee have granted restricted stock unit awards that vest on a series of four
successive annual installments on the dates that are the 13th, 24th, 36th, and 48th month anniversaries of the date
of grant, subject to the individual's continued service through each such date, so that the award is fully vested on
the 48th month anniversary of the date of grant. Except as otherwise provided in the applicable award agreement,
restricted stock units that have not vested will be forfeited upon the awardee’s cessation of continued service for
any reason. Under the 2004 Stock Plan, in the event of “change in control,” the successor corporation may
assume or substitute an equivalent award for each outstanding restricted stock unit award. If there is no
assuinption or substitution of outstanding restricted stock unit awards by the successor corporation, all vesting

“-restrictions on the restricted stock unit awards will lapse. As described above, Tercica's executive officers are
parties to agreements with Tercica that provide for vesting acceleration of restricted stock unit awards in
connection with certain termination events.

Employee Stock Purchase Plan

Additional long-term equity incentives are provided through Tercica’s 2004 Employee Stock Purchase Plan
in which all eligible employees, including eligible executive officers of Tercica, may purchase stock of Tercica,
subject to specified limits, at 85% of fair market value. Tercica’s 2004 Employee Stock Purchase Plan is
intended to qualify under Section 423 of the Internal Revenue Code and provides for consecutive, overlapping
24-month offering periods. Each offering period includes four six-month purchase periods. The offering periods
generally start on the first trading day on or after May 15 and November 15 of each year. Under the 2004
Employee Stock Purchase Plan, participants, including eligible executive officers, may purchase common stock
through payroll deductions of up to 10%-of their cligible compensation and may purchase a maximum of up to
1,000 shares during a six-month purchase period. Amounts deducted and accumulated by the participant are used
to purchase shares of Tercica common stock at the end of each six-month purchase period. The purchase price is
85% of the lower of the fair market value of Tercica common stock at the beginning of an offering period or at a
purchase period end. If the fair market value at the.end of a purchase period is less than the fair market value at
the beginning of the offering period, participants will be withdrawn from the current offering period following
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their purchase of shares on the purchase date and will be automatically re-enrolled in a new offering period.
Participants may end their participation at any time during an.offering period; and will be paid their payroll
deductions to date. Participation ends automatically upon termination of employment with Tercica.

v

Annua] Cash Bonus Awards

Tercica’s Incentive Compensation Plan provides for an annual cash bonus awards to reward executive
officers and other employees for the achievement of corporate’ goals and individual pétformance objectives. For
more information regarding Tercica's Incentive Compensation Plan, please see “Compensation Discussion and
Analysis-—Evaluation of Executive Performance; Incentive Compensation Plan” and “Compensation Discussion
and Analysis—Tercica’s Executive Compensation Program—Executive Officer Performance Bonuses.”

‘Other Arrangements

Executive officers are eligible to participate in all of Tercica’s employee benefit pla‘ns. .such"as- ﬁiediéal.
dental and life insurance and Tercica’s 401(k) plan, in each case generally on the same basis as other employees.

Outstanding Equity Awards at December 31, 2007

The following table sets forth certain information regarding stock options granted to the named executive
officers that were outstanding as of December 31, 2007, '

2007 OUTSTANDING EQUITY AWARDS AT FISCAL YEAR-END TABLE

Option Awards(1)

Number of Number of
Securities Securities
Underlying Underlying
Unexercised  Unexercised

Options Options lg: Fe’ :'I;ls‘e . Option
#) ) Price  Expiration

Name ‘ Exercisable Unexercisable % Date
John A. Scarlett, M.D.............. O L. 150,000 — 832  03/15/15
250,0003) — 737 03/10/16
_ 250,000(4) 556  02/15/17
AjayBansal ... ... ... 225,000(5) — 6.68  03/28/16
85,000(6) 378 0214/17
Richard King .. .........co.ouiieiiiiaae i, 275,000(7) — 540  024/26/17
Stephen N. Rosenfield .. .. ... .. ... i i, 180,000(8) — 8.54  07/21/14
20,000(9) —_ 8.29  03/1715
50,000010) — 8.57  08/16/15
83,333(3) — 7.37  03/10/16
) 120,000(6) 578  02/14/17
Thorsten von Stein, M.D,PRD. ... ........... ... ......... 116,000(11) — 9.96  01/04/15
' 110,000(3) — 7.37  03/10/16
85,000(6) 578 02714117

(1) Stock options may be exercised prior to vesting, or early exercised, subject to -repulrchase nghts in favor of Tercica
that expire over the vesting periods indicated in the footnotes below. Accordingly, all stock options granted to the
named executive officers that were outstanding as of December 31, 2007 were¢ exercisable in full.
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(2) The stock option vested as to 1/4% of the shares.of common stock subject to the stock.option on March 15,
2006, and vests as to 1/48% of the shares subject to the stock option each month thereafter.

(3} The stock option vested as to 1/4% of the shares of common stock subject to the stock option on March 10,
2007, and vests as to 1/48% of the shares subject to the stock option each moath thereafter.. .

(4) . The stock option vested as to 1/4% of the shares of common stock subject to the stock option on February 15,
2008, and vests as to 1/48% of the shares subject to the stock option each maonth thereafter.

(5) The stock option vested as to 1/4% of the shares of common stock subject to the stock option on March 28,
2007, and vests as to 1/48% of the shares subject to the stock option each month thereafter.

(6) “The stock option \(eéled'as lo 1/4% of the shares of common stock subject to the stock option on February 14,
2008, .and vests as to 1/48% of the shares subject to the stock option each month thereafter.

(7} Thestock option vested as to 1/4t of the shares of common stock subject to the stock option on February 26
2008, and vests as 10 1/48% of the shares subject to the stock option each month thercaftcr

(8) The stock option vested-as to 1/4% of the shares of common stock subject to the stock option on July 21,
2005, and vests as to 1/48% of the shares subject to the stock option each month thereafter.

(9) The stock option vested as to 1/4% of the shares of common stock subject to the stock option on March 17,
2006 Aand vests as to 1/48' of the shares subject to the stock option each month lhereafler

(10} The stock option vested as to 1/4" of the shares of common stock subJecl to the stock option on August 16,
2006, and vests as to 1/48% of the shares subject to the stock option cach month lhereaflcr

(11) The stock option vested as to 1/4' of the shares of common stock sub]ect to the slock option on January 4,
2006, and vests as to /48" of the shares subject to the Stock option each month thereafter.

Option Exercises and Stock Vested During 2007

Tercica’s named executive officers did not exercise any stock options during the year ended December 31,
2007. The following table shows certain information regarding stock vested during the year ended December 31,
2007, ' ' .

2007 OPTION EXERCISES AND STOCK VESTED TABLE
Name- R Stock Awards
Number of Shares  Value Realized
Acquired on Vesting on Vesting
# %
John A Scarlett, M.D. ... ... e 14,584 86,046
AjayBansal .. ................ e = —

Stephen N, Rosenfield ......... ... ... ... . — —
Thorsten von Stein, M.D., Ph.D. .. T —_ —
Richard King . ...........ccoviriiier e P . — —

Potential Payments Upon Termination or Change in Control

See “Employment Agreements and Arrangements—Executive Employment Agreements” above for a
description of the compensation and benefits payable to each of the named executive officers in certain
termination situations. The amount of compensation and benefits payable to each named executive officer in
various termination situations has been estimated in the tables below. The tables below do not include amounts in
which the named executive officer had already vested as of December 31, 2007. Such vested amounts would
include vested stock options and accrued wages and vacation. The tables below also do not include the impact of
equity awards granted to the named executive officers after December 31, 2007.
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The actval amount of compensation and benefits payable in any termination event can only be determined at
the time of the termination of the named executive officer’s employment with Tercica.

John A. Scarlett, M.D.

The following table describes the potential payments and benefits upon employment termination for
Dr. Scarlett as if his employment had terminated as of December 31, 2007, the last business day of Tercica’s last
fiscal year. ' -

Ne Changé 'i‘n“Conlrol Change in Contral

Termination Termination

) without Cause or for without Cause or for
: " -Good Reason Good Reason

Compensation and Benefits ] . , %) _ $)

Base Salary Paymen_t‘ ........ . PP e e 440,000(] ) 880,000

Founder Share Vesting(2) ....................... ool — -
Stock Option Vesting Acceleration(3) ... ... AP e ‘3_05.'000 S 305,000
COBRA Premiums ....... P e e 24,317 ' 36,475
Total ..........cciiviiiinn. e e e 769,3__;_7_ 1,221,475

(1) Dr. Scarlett is entitled to elect whether his base salary will be paid in the form of salary continuation or as a
lump sum payment. ’ :

(2) All of Dr. Scarlett’s founder :shares were full-y vested as of December 31, 2007,

(3) 'The value of vesting acceleration is based on the closing price of Tercica common stock on December 31,

2007 ($6.78) with respect to-in-the-money unvested option shares minus the exercise price of the unvested
option shares. '

"™

Ajay Bansal

The followiﬁg table describes the potential payments and benefits upon employment termination for
Mr. Bansal as if his employment had terminated as of December 31, 2007, the last business day of Tercica’s last
fiscal year.

No C‘hange in Control Change in Coutrol

Termination Termination without Cause or

without Cause for Good Reason
‘Compensation and Benefits &) (%)
Base Salary Payment (Lump Sum) ...................... 325,000 325,000
Stock Option Vesting ‘Acceleration . ..................... — 97.656(1)
Total ... 325,000 422,656

(1) The value of vesting acceleration is based on the closing price of Tercica common stock on December 31,
2007 ($6.78) with respect to in-the-money unvested option shares minus the exercise price of the unvested
option shares. '
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Richard King

The following table describes the potential payments and benefits upon employment termination for
Mr. King as if his employment had terminated as of December 31, 2007, the last business day of Tercica’s last
fiscal year.

No Change in Control Change in Control
Termination Termination without Cause or
: without Cause - for Good Reason

Compensation and Benefits - ($) ($)
Base Salary Payment . ...... ... ... .. ...l — 800,000
Stock Option Vesting Acceleration .. .................... — 379,500(1)
COBRAPremiums .........c.cocuiminininiinnnannnnnns e —_
Total ..o e R — 1,179,500

(1) The value of vesting acceleration is based on the closing pricé of Tercica common stock on December 31,

2007 ($6.78) with respect to in-the-money unvested option shares minus the exercise price of the unvested
option shares.

Stephen N. Rosenfield

The following table describes the potential payments and benefits upon employment termination for
Mr, Rosenfield as if his employment had terminated as of December 31, 2007, the last business day of Tercica’s
last fiscal year. .

No Change in Control Change in Control
Termination Termination without Cause or

) . ) without Cause for Good Reason
Compensation and Benefits ' ($) ($)
Base Salary Payment (Lump Sum) ................ovee, 162,500 325,000
Stock Option Vesting Acceleration . ..............ovavi. —_ 120,000(1)
COBRAPIEMIUMS . ... ...ttt it nnananann 9,412 18,824
Total .. e 171,912 463,824

(1) The value of vesting acceleration is based on the closing price of Tercica common stock on December 31,
2007 ($6.78) with respect to in-the-money unvested option shares minus the exercise price of the unvested
option shares.

Thorsten von Stein, M.D., Ph.D.

The following table describes the potential payments and benefits upon employment termination for Dr. von
Stein as if his employment had terminated as of December 31, 2007, the last business day of Tercica’s last fiscal
year.

No Change in Control Change in Control
Termination Termination without Cause or
without Cause for Good Reason
Compensation and Benefits (%) $)
Base Salary Payment (Lump Sum) ...................... 162,500 T 162,500
Stock Option Vesting Acceleration ...................... — 85,000(1)
017 | P 162,500 247,500

(1) The value of vesting acceleration is based on the closing price of Tercica common stock on December 31,
2007 ($6.78) with respect to in-the-money unvested option shares minus the exercise price of the unvested
option shares.

61




ST, TR TR TR RRCARE O, 17 St U e ) A N SRR OO ST WE 3 R SN WML & S BT Vet 7€ o SRR TS e Vo S TS A AU LA O B R D ey AL T 3

Compensation of Directors
Cash Compensation Arrangements.

In 2007, each non-employee director of Tercica received $15,000, which accrued quarterly, plus $2,000 for

each Board meeting attended in person and $1,000 for each Board meeting attended by telephone. Terdica also

. paid the members, other than the chair, of each committee of the Board of Directors §1,000 per committee

- meeting, and the chair of each commmee $2,000 per committee meeting. With regard to Dr. Henner's services

prior to his resignation in February 2008, this compensation was paid directly to MPM Asset Management, LLC

and with regard to Dr. Barkas's services, this compensation was paid directly to Prospect. 'Ma'ha‘g'er'nent Co. 11,

LLC. The members of Tercica’s Board of Directors are also eligible for reimbursement for their expenses
incurred in attending Board meetings in accordance with Tercica's policy. .

In April 2008, Tercica’s Board of Directors amended its cash compensation arrangements for non-employee
directors. Effective April 1, 2008, each non-employee of Tercma receives annual cash retamers that accrue on a
quarterly basis as follows:

s
§

« a$30,000 annual retainer for service as a Board member;

o
g "4

L.

>
t

2

&

* a2 $15,000 supplemental annual retainer for service as Chairman of the Board,;
* a$10,000 supplemental annuat retainer for service as chair of the Audit Committee;
+  a35,000 supplememal annual retainer for service as chair of the Compensanon Committee;

s a$2,500 supplememal annual retainer for service as chair of the Nommatmg and Corporate Governance
Committee;

* a $7,50()_ supplemental annual retainer for service as a member of the Audit Committee;
*  a 35,000 supplemental annual retainer for service as a member of the Compensation Committee; and

* a $2 500 supplemental annual retamer for service as a member of the Nommatmg and Corporate
Governance Committee.

Under the amended cash compensation arrangements, each non-employee director is eligible for the Board
and all applicable supplemental annual retainers. For example, the chair of the Audit Committee is eligible for an
annual retainer of $47,500, assuming such non- employee director does not serve on any other Board committees
and is not the Chairman of the Board. -

Equity Compensation Arrangements

In 2007, each non-employee director of Tercica was eligible 10 receive stock option grants under Tercica's
current 2004 Stock Plan. Under the current 2004 Stock Plan, any new non-employee director joining Tercica’s
Board automatically receives an option to purchase 22,500 shares of common.stock. In addition, non-employee
directors, who had been directors for at least six months, is entitled to receive a subsequent annual stock option
grant to purchase 11,250 shares, or 22,500 shares for a non-employee director who also is the Chairman of the
Board of Directors (currently Dr. Barkas), on the date of each annual meeting of Tercica’s stockholders. All
options granted to non-employee difectors under the automatic grant pravisions of the current 2004 Stack Plan
have a term of ten years and an exercise price equal to fair market value on the date of grant. Each initial option
becomes exercisable as to one-third of the shares subject to the option on each anniversary of the date of grant,
provided the non-employee director remains a service provider on such dates. Each annual option grant becomes
exercisable as to 100% of the shares subject to the option on the first anniversary of the date of grant, provided
the non-employee director remains a service provider on such date. Options granted to non-employee direclors
under the current 2004 Stock Pian may be exercised prior to vesting, or early exercised, subject to repurchase
rights in favor of Tercica that expire over the vesting period. Under the current 2004 Stock Plan, in the event of
“change in confrol,” the successor corporation may assume or substitute an equivalent award for each
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outstanding option. If there is no assumption or substitution of outstanding options, the administrator will provide
notice to the recipient that he or she has-the right to exercise the option as to afl of the shares subject to the
award, including shiares that would not otherwise be exercisable, for a period of ‘15 days from the date of the
notice. The award will terminate upon the expiration of the 15-day period. Under the current 2004 Stock Plan, in
the event a non-employee director is terminated on or following a change in control, other than pursuant to a
voluntary resignation, his or her options will fully vest and become immediately exercisable. '

As described in more detéi_l under “Proposal 3—Approval of the Tercica, Inc. Amended and Rps_tgxtqd'2004
Stock Plan,” if approved by the stockholders at the Annual Meeting, non-employee directors would be eligible to
receive automatic grants of restricted stock units under the Amended and Restated 2004 Stock Plan in addition to
the automatic grants of stock options provided for under the current 2004 Stock Plan. If approved by the
stockholders at the Annual Meeting, eligible non-employee directors would receive the automatic grants of stock
options and restricted stock units provided for under the terms of the Amended and Restated 2004 Stock Plan at
the Annual Meéting (as well as subsequent annual meetings of stockholders). quasé_ refer to “Proposal 3—
Approval of the Tercica; Inc. Amendéd and Restated 2004 Stock Plan” for more detail on the terms of the stock
option grants and restricted stock units to be automatically granted under the Amended and Restafed 2004 Stock
Plan at each annual meeting of stockhoiders (including this” Annual Meeting), including the increases to the
number of shares subject to the automatic subsequent annual stock option grants and the number of restricted
stock units to be automatically granted under the terms of the Amended and Restated 2004 Stock Plan.

2007 Director Compensatior[

The table below summarizes the compensation paid to or earned by Tercica’s non-employee directors for
the fiscal year ended December 31, 2007. Neither Dr. Scarlett nor Dr. Clark, each of whom are executive officers
of Tercica, receives addilional compensation for serving on the Board of Directors or its committees.

2007 DIRECTOR COMPENSATION TABLE

Fees Earned or
Paid in Cash  Option Awards Total

Name &) ($}1(2)I) )

Alexander Barkas, PhD. .. ... . . e 33,000 81,4006 114,406
Jean-Luc Bélingard(4) . ... .. ... i 17,250 (5.474) 11,776
Karin BasthaIll ..o oot o e e ct it e manasamcn i aanaaanneenn 39,000 40,965 79,965
Dennis Henner, PRD.(5). . ..o v 33,000 40,965 73,965
Christophe Jean .. ....... .o vt 27,000 51,523 78,523
Mark Leschly . ....oooioi i 36,000 40,965 76,965
David L.Mahoney ............ . ....oovvnt e 35,000 60,784 95,784

(1) The dollar amounts in this column represent the compensation cost for the year ended December 31, 2007 of
stock option awards granted pursuant to Tercica’s equityciﬂ?npengalion plans and thus include amounts from
outstanding stock option awards granted in and prior to 2007. These amounts have been calculated in
accordance with SFAS 123R using Black-Scholes option-pricing model. Pursuant to SEC rules, the amounts
shown exclude the impact of estimated forfeitures related 1o service-based vesting conditions. In connection
with Mr. Bélingard's resignation from Tercica’s Board, his stock options to purchase a total of 33,750
shares of Tercica common stock were forfeited. Assumptions used in the calculation of these amounts are
included in the notes to Tercica’s audited financial statements included in Tercica’s Annual Report on Form
10-K filed with the Securities and Exchange Commission on February 29, 2008. These amounts reflect
Tercica’s accounting expense for these awards and do not correspond to the actual value that may be
recognized by Tercica's directors.
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(2) The aggregate number of shares subject to outstanding stock options held by each of the directors listed in
the table above as of December 31, 2007 was as follows: Dr. Barkas, 103,750 shares;- Mr. Bélingard, -0-
shares, Ms. Eastham, 46,250 shares; Dr. Henner, 56,250 shares; Mr. Jean, 33,750 shares; Mr. Leschly,
56,250 shares; and Mr. Mahoney, 56,250 shares. )

- (3) The grant date fair value, as calculated in’ accordance with SFAS No. 123R and using a Black-Scholes

' model, of the stock option awards granted during the year ended December 31, 2007 for each of the
] .. directors listed in the table was as follows: Dr. Barkas, $86,893; Mr. Bélingard, $43,446; Ms. Eastham,
o ‘$43,446; Dr. Heﬁngr, $43,446; Mr. Jean, $43,446: Mr. Leschly, $43,446; and Mr. Mahoney, $43,446.

{4) Mr. Bélingard resigned from the Board of ]?@reaors effective October 1, 2007. Upon his resignation, all of
Mr. Bélingard stock options were- forfeited. Pursuant to SFAS No. 123R, Tercica reversed the expense
associated with the stock options forfeited by Mr. Bélingard in 2007. - .

(5) Dr. Henner resigned from Tercica’s Board of Directors effective February 27; 2008. On Februvary 27, 2008,
the Board, upon recommendation of the Corporate Governance and Nominating Comimittee, elected
Mr. Hasnain to fill the vacancy created by Dr. Henner’s resignation. Mr, Hasnain was also appointed to
serve on the Audit Committee and Compensation Committee in connection with his election to the Board.
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CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS
Pollcles and Procedures for Review ol' Rélated Party Transactmns

Pursuant to the requ:rements set forlh in applicable NASDAQ listing standards and as set forth in the charter
of Tercica's Audit Committee, the Audit Committee is charged with reviewing related party transactions for
potential conflict of interest situations, and along with the Board of Directors, is responsible. for approving such
related party transactions. Pursuant to Tercnca s Code of Business Conduct and Ethics, all of Tercica’s executive
officers and employees are required to report to the General Counsel under the Code of Business Conduct and
Ethics any conflicts of interest, including any related party transactions. In addition, all directors must report any
conflicts ,of interest, mcludmg any related party transactions, to the Corporate Governance and, Nominating
Committee. In approving or rejecting a proposéd related party transaction, the Audit Committee and the Board of
Directors will consider the relevant facts and circumstances available and deemed. relevant to the Audit
Committee and the Board of Dlreclors mcludmg, but not limited to the nsks costs and beneﬁts to Tercica, the
terms of the transaction, the availablhty of other sources for comparable services Or products, and, if appllcable
the impact on a director’s independence. The Audit Committee and the Board of Directors will approve only
those related party transactions that, in light of known circumstances, are in, or are not inconsistent with, the best
interests of Tercica, as the Audit Committee and the Board of Directors detérmines in the good faith exercise of
their discretion. With respect to relatéd party transactions during the fiscal year ended December 31, 2007, the
Audit Committee did not review or approve the transactions contemplated by the strategic collaboration with
Ipsen since at the time Tercica entered into the stock purchase and master transaction agreement Wwith Ipsen, no
related persons had any direct or indirect material interest in those transactions. In this regard, Messrs. Jean and
Bélingard joined Tercica’s Board of Directors upon the first closing of the transactions contemplated by the
strategic collaboration. However, the Board of Directors did approve the transactions with Ipsen ‘and the 1ssuance
of shares to Ipsen in exercise of its pro rata purchase rights in July 2007.

Transactions with Related Persons
Strategic Collaboration with Ipsen, S.A.

In July 2006, Tercica entered into & stock purchase and master transaction agreemeént with Ipsen. Under the
terms of this agreement, Tercica agreed to issue to Ipsen (or its designated affiliate) 12,527,245 shares of Tercica
comman stock, a convertible note inthe principal amount of $25,037,000, a second convertible note in the
prmcnpal amount of €30,000,000, a third convertible note in the principal amount of $15,000,000, and a warrant
10 purchase a minimum of 4,948,795 shares of Tercica common stock. In October 2006, at the first closing of the
transactions contemplated by the stock purchase and mastér transaction agreement, Tercica issued the 12,527, 245
shares of Tercica common stock to Suraypharm (Ipsen’s designated affiliate) for an aggregate purchase price of
$77,318,944. Tercica also issued to Ipsen the warrant and the first convertible note in the principal amount of
$25,037,000, which represented the largest amount of principal balance outstanding to date on the first
convértible note, and entered into a number of agreements that govern their strategic relationship, including an
affiliation agreement, a registration rights agreement and license'and collaboration-agreements with respect to the
development and commercialization of Increlex ™ and Somatuline ® Depot , which agreeiments are described in
more detail under the section of this proxy statement captioned “Collaboration with Ipsen.” At the first closing,
Tercica received from Ipsen €10,000,000 as an upfront payment under the Increlex ™ license and collaboration
agreement. In addition, Tercica paid upfront payments of $25,037,000 to Ipsen under the Somatuline ® license
and collaboration agreement (which Tercica satisfied through issuance of the first convertible note to Ipsen).

In August 2007, Ipsen paid Tercica a milesione payment of €15,000,000 for receiving marketing
authorization of Increlex® in the European Union for the targeted product label set forth in the Increlex® license
and collaboration agreement. In September 2007, at the second closing contemplated by the stock purchase and
master {ransaction agreement, Tercica issued to Ipsen the second convertible note in the principal amount of
€30,000,000, which was offset by approximately the same amount that Tercica owed to Ipsen as a milestone
payment under the Somatuline® license and collaboration agreement, and the third convertible note in the
principal amount of $15,000,000, which amounts represented the largest amount of principal balance ouistanding
to date on the second and third convertible notes, respectively.
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The three convertible notes issued to-Ipsen bear interest at a rate-of 2.5% per annum from the date of their
issuance, compounded quarterly, and are convertible into Tercica common stock at an initial conversion price of
$7.41 per share (or €5.92 per share with respect to the second convertible note), subject to adjustment. The entire
principal balance ‘and accrued interest under the convertible notes is due and payable on the later to occur of
October 13, 2011 or the second anniversary of the date on which Ipsen notifies Tercica that it will not convert the
convertible notes in full. As of March 31, 2008, approximately $1,727,000 of interest had accrued on all three
convertible notes. To date, theré have been no payments of principal or interest on the convertible notes.

In July 2007, Tercica issued 519,101 shares of common stock to Ipsen at prtce per share of $5.63 pursuant
to a common stock purchase agreemerit. The shares of common stock issued to Ipsen under the common stock
purchase Aagreement were acqu1red by Ipsen in exercise of its pro rata purchase rights in connocuon with the
issuance of shares of Tercica common stock to Genentech, Iné. in connection with the combination product
development and commercialization agreement Tetcica éntered into with Genentech in July 2007. Additionally,
in connection with the issuance of such shares, Tercnca Ipsen and Suraypharm entered into an amendment to the
registration rights agreement, whtch amendment expands the regtstrauon rights granted under the agreement (o
include the shares of Tercica common stock 1ssued (or that may be issued) to Ipsen (and/or its affiliates) in
exercnse of i lts pro rata purchasc nghts in connection with Terc:ca $ lssuances of common stock to Genentech

Please see the discussion under the section of this proxy statement captioned * ‘Collaboration with Ipsen” for
more information regarding Teicica’s strategic collaboration with Ipsen. Mr. Bélingard, a former member of
Tercica’s Board of Directors and an Ipsen deSIgnee to the Board, and Mr. Jean, a current member of Tercica’s
Board of Directors and an Ipsen designee to the Board, also serve as the Chairman and Chief Executive Officer
and the Executive Vice Président and Chief Operating Officer, respectively, of Ipsen. '

Investor Rights Agreement

Tercica, the prior holders of Tercica preferred stock and Dr. Scarlett and Dr. Clark have entered into an
agreement pursuant to which these stockholders will be entitled to require Tercica to register their shares under
the Securities Act, SUb_]CC[ to limitations and restrictions, on two occasions. Also, if at anytime Tercica propeses
to register any of its securities under the Securities Act of 1933, as amended, either for Tercica's account or for
the account of other securities holders, the holders of these shares will be entitled to notice of the registration and
will be entitled to include, at Tercica’s expense, their shares of Tercica common stock in the registration. In
addition, these stockholders may require Tercica, at Tercica’s expense and on not more than two occasions in any
12-month period, to file a registration statement, on Form S-3 under the Securities Act of 1933, as amended,
covering their shares of Tercica common stock. These rights terminate on the earlier of five years after the
effective date of 'I‘eroiea"s initial offering public offering in March 2004, or, with respect to an individual
stockholder, when such holder is able to sell all his shares pursuant to Rule 144 under the Securities Act in any
90-day period. These registration rights are subject to conditions and limitations, including the right of
underwriters to limit the number of shares of Tercica common stock included in the registration statement.
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Director and Officer Indemnification

Tercica’s amended and restated certificate of incorporation contains provisions limiting the liability of
Tercica’s directors. Tercica's amended and restated bylaws provide that Tercica must indemnify its directors and
officers and may indemnify Tercica’s other employees and agents to the fullest extent permitied by the Delaware
General Corporation Law. Tercica’s amended and restated bylaws also permit Tercica to secure insurance on
behalf of any officer, director, employee or other agent for any Ilablllty arising out of his or her actions in that
capacity, regardless of whether Tercica’s amended and restated bylaws would otherwise permit indemnification.
Tercica has entered and expects to continue to enter into agreements to indemnify its directors, executive officers
and other employees as determined by Tercica’s Boafd of Directors. These agreements provide that Tercica will
mdcmmfy, defend and hold h:umlcss such persons, under the circumstances and to the extent provided for
therein, from and agamsl any and all judgments, fines, penalties, amounts paid in settlement and any other
amounts reasonably incurred or suffered by such persons, including related expenses incurred by such person, by
reason of the fact that such person is, was or at any time becomes one of Tercica’s directors, officers, employees
or agents. Tercica believes that the amended and [restated bylaw’ prov1510ns and indemnification agreements are
necessary to attract and retain quallﬁed persons as ‘directors and ofﬁcers Tercica also maintain directors’ and
officers’ liability i insurance.
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HOUSEHOLDING OF PROXY MATERIALS

“The SEC has adopted rules that permrl compames and mtermed1ar1es (e g, broker';) to satisfy the delivery
requrrements for proxy. statements and annual reports with respect to two or more stockholders sharing the same
address by delivering’ a smgle proxy statement addressed to those stockholders ThlS process, which is commonly
referred to as “householdmg, potentlally means extra’ convemence for stockholders and cost savings for

compames

. This year a number ‘of brokers wrth accéunt holders who are Tercnca stockholders will be “householdmg
Tercica’s proXy materials. A smgle proxy statement may be delivered to mulllple stockholders sharing an address
unless contrary instructions have been received from the affectcd stockholdeis. Once you have received notice
from your broker that it will be “householdmg eommumcanons to your address, “householdmg will continue
until you are notified otherwrse or until you notrfy your broker or Tércica that you no longer wrsh 1¢ participate
in ‘householdmg If, at any time, you no longer wrsh 0 pamcrpate in “householding” and would prel'er to
receive a separate proxy statement and annual repon in the future you may (1) noufy your broker (2} direct your
written request to: Ivestor Relations, Tercica, Inc., 2000 Sierra Point Parkway, Suite 400, Brisbane, California_
94005 or (3) contact Tercica’s Investor Relations department at (650) 624-4949. Stockholders' who currently
receive multiple copies of the proxy staiement and annual report at their address and would like to request - ~
“householding” of their communications should contact theit broker. In addition, Tércica will promptly deliver,
upon written or oral request to the address or telephone number above, a separate copy of the annual report and
proxy statement to a stockholder at a shared address to which a single copy of the documents was delivered.
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OTHER MATTERS

The Board of Directors knows of no other matters that will be presented for consideration at the Annual
Meeting. If any other matters are properly brought before the meeting, it is the intention of the persons named in
the accompanying proxy to vote on such matters in accordance with their best judgment.

By Order of the Board of Directors

Sh . LAY

Stephen N. Rosenfield
Secretary

April 25, 2008

A copy of Tercica’s Annual Report to the Securities and Exchange Commission en Form 10-K for the
fiscal year ended December 31, 2007, as amended, including the financial statements and list of exhibits, N
and any particular exhibit specifically requested, is available without charge upon written request to:
Investor Relations, Tercica, Inc., 2000 Sierra Point Parkway, Suite 400, Brisbane, California 94005.
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UNITED STATES

SECURITIES AND EXCHANGE COMMISSION
WASHINGTON, D.C. 20549

FORM 10-K

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934
For the fiscal year ended December 31, 2007

OR
[0 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES
EXCHANGE ACT OF 1934

For the transition period from to
Commission File No. 000-50461

TERCICA, INC.

(Exact name of Registrant as specified in its charter)

Delaware 26-0042539
(State or other jurisdiction of (L.LR.S. Employer
incorporation or organization) ldentification Number)
2000 Sierra Point Parkway, Suite 400
Brisbane, CA 94005
(650) 624-4900

(Address, including zip code, and telephone number, including area code, of registrant’s principal executive offices)

Securities registered pursuant to Section 12(h) of the Act:

Title of Each Class Name of Each Exchange on Which Registered
Common Stock, $0.001 par value The NASDAQ Stock Market LL.C
Securities registered pursuant to Section 12(g) of the Act:
None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities
Act. Yes [] No

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the
Act. Yes [] No

Indicate by check mark whether the registrant (1) has fited all reports required to be filed by Section 13 or 15(d) of the
Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the registrant was required to
file such reports), and (2} has been subject to such filing requirements for the past 90 days. Yes No [

Indicate by check mark if disclosure of delinquent filers pursuant to Item 405 of Regulation $-K is not contained herein,
and will not be contained, to the best of registrant’s knowledge, in definitive proxy or information statements incorporated by
reference in Part Il of this Form 10-K or any amendment to this Ferm 10-K,

Indicate by check mark whether the registrant is a large accelerated filer, an accelerated filer, a non-accelerated filer or a
smaller reporting company. See the definitions of “large accelerated filer,” “accelerated filer” and “smaller “reporting

company” in Rule 12b-2 of the Exchange Act. (Check one): .
Large accelerated filer [_) Accelerated filer Non-accelerated filer [ Smaller reporting company [
Indicate by check mark whether registrant is a shell company (as defined in Rule 12b-2 of the Act). Yes [] No

The aggregate market value of the registrant’s common stock, $0.001 par value, held by non-affiliates of the regisirant as
of June 29, 2007 was $139,860,651 (based upon the closing sales price of such stock as reported on the Nasdaq Global Market
on such date). Excludes an aggregate of 22,789,851 shares of the registrant’s common stock held by officers, directors and
affiliated stockholders. For puiposes of determining whether a stockholder was an affiliate of the registrant ai June 29, 2007,
the registrant has assumed that a stockholder was an affiliate of the registrant at June 29, 2007 if such stockholder
(i) beneficially owned 10% or more of the registrant’s common stock and/or (ii) was affiliated with an executive officer or
director of the registrant at June 29, 2007, Exclusion of such shares should not be construed to indicate that any such person
possesses the power, direct or indirect, to direct or cause the direction of the management or policies of the registrant or that
such person is controlled by or under common control with the registrant.

As of February 22, 2008, there were 51,583,550 shares of the registrant’s common stock, $0.001 par value, outstanding.

DOCUMENTS INCORPORATED BY REFERENCE

Portions of the registrant’s definitive Proxy Statement for the 2008 Annual Meeting of Stockholders to be filed with the
Securities and Exchange Commission pursuant to Regulation 14A not later than 120 days after the end of the fiscal year
covered by this Form 10-K are incorporated by reference in Part [1I, Items 10-14 of this Form 10-K. )
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PART1

This report includes “forward-looking statements” within the meaning of Section 27A -of the Securities Act
of 1933, as amended, and Section 21E of the Securities and Exchange Act of 1934, as amended. All statements
other than statements of historical facts are “forward-looking statements” for purposes of these provisions,
including any projections of earnings, revenues or other financial items, uny statement of the plans and
objectives of management for future operations, any statements concerning proposed new products or licensing
or collaborative arrangements, any statements regarding future economic conditions or performance, and any
statement of assumptions underlying any of the foregoing. In some cases, forward-looking statements can be
identified by the use of terminology such as “may,” “will,” “expects,” “plans,” “anticipates,” “estimates,”
“potential,” or “continue” or the negative theregf or other comparable terminology. Although we believe that
the expectations reflected in the forward-looking statements contained herein are reasonable, there can be no
assurance that such expectations or any of the forward-looking statements will prove to be correct, and actual
results could differ materially from those projected or assumed in the forward-looking statements. Qur future
Jfinancial condition and results of operations, as well as any forward-looking statements, are subject to inherent
risks and uncertainties, including but not limited to the Risk Factors set forth under Item 1A, and for the reasons
described elsewhere in this report. All forward-looking statements and reasons why results may differ included in
this report are made as of the date hereof, and we assume no obligation to update these forward-looking
Statements or reasons why actual results might differ. . N
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Item 1. Business.

We are a biopharmaceutical company developing and marketing a ponifolic of endocrine products. We
currently have the following products and product candidates in our commercialization and development
porifolio:

+ Increlex®, which is approved for marketing in both the United States and the European Union;

« Somatuline® Depot, which is approved for marketing in both the United States and Canada; and

=
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« Two product candidates containing different combinations of Genentech Inc.’s recombinant human
growth hormone, or thGH (Nutropin AQ®), and recombinant human insulin-like growth factor-1, or
thIGF-1 (lncrelex®). One product candidate is for the treatment of short stature associated with low
insulin-like growth factor-1, or IGF-1, levels and the other product candidate is for the treatment of adult
growth hormone deficiency, or AGHD. In January 2008, we initiated dosing of patients with Nutropin
AQ® and Increlex® in a Phase I study for the treatment of short stature associated with low IGE-1 levels.

Increlex®.  We market Increlex® as a long-term replacement therapy for the treatment of short stature in
children with severe primary insulin-like growth factor-1 deficiency, .or severe Primary IGFD, and for children
with growth hormone gene deletion who have developed neutralizing antibodies to growth hormone. We
obtained approval for the long-term weatment of severe Primary IGFD from the U.S. Food and Drug
Administration, or FDA, in August 2005, and we launched Increlex® in the United States in January 2006. The
FDA has granted Increlex® orphan drug exclusivity in the United States, providing seven years of marketing
exclusivity for the approved indication. During the year ended December 31, 2007, net product sales of Increlex®
were $9.6 million. We are currently conducting a Phase IIIb clinical trial for the use of Increlex® for the
treatment of short stature in children with Primary IGFD, a less severe and more prevalent form of insulin-like
growth factor-1 deficiency, or IGFD. Patient enrollment for this trial was completed in July 2007 and we expect
to present data from this trial at a medical conference in the fourth quarter of 2008,

In August 2007, the European Commission granted marketing authorization for Increlex® in the European
Union for the long-term treatment of growth failure in children and adolescents with severe Primary IGFD. The
European Medicines Agency, or EMEA, granted Increlex® orphan drug exclusivily for the treatment of severe
Primary IGFD, providing a ten-year period of marketing exclusivity for the approved indication, Pursuant to our
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worldwide strategic collaboration with Ipsen, S.A_, or [psen, that was completed in October 2006, we granted to
Ipsen and its affiliates the exclusive right under our patents and know-how to develop and commercialize
Increlex® in all countries of the world except the United States, Japan, Canada, and, for a certain period of time,
Taiwan and certain countries of the Middle East and North Africa for all indications, other than treatment of
central nervous system and diabetes indications. In 2007, Ipsen launched Increlex® in Austria, Germany, Great
Britain, Greece, Hungary, Spain and the Czech Republic and expects to launch Increlex® in additional European
countries during 2008.

Somatuline® Depot. Pursuant to our worldwide strategic collaboration with Ipsen, we have the exclusive
right under Ipsen’s patents and know-how to develop and commercialize Somatuline® Depot in the United States
and in Canada for all indications other than opthalmic indications. In territories outside the United States
including Canada, the product is known as Somatuline® Autogel®. On August 30, 2007, Ipsen received notice of
approval from the FDA for marketing Somatuline® Depot in the United States for the long-term treatment of
acromegaly in patients who have had an inadequate response to surgery and/or radiotherapy, or for whom surgery
and/or radiotherapy is not an option. Acromegaly is a hormonal disorder that results when a tumor in-the pituitary
gland produces excess growth hormone, resulting in overproduction IGF-1. The FDA has also granted
Somatuline® Depot orphan drug exclusivity for the treatment of acromegaly, providing a seven-year period of
marketing exclusivity. We launched Somatuline® Depot in November 2007 in the United States. In July 2006,
Somatuline® Autogel® was approved for marketing by Health Canada for the same indication. Somatuline®
Autogel® has received provincial formulary listings for reimbursement approval in the provinces of Quebec,
Nova Scotia, New Brunswick, Saskatchewan, and for Alberta Blue Cross, and we are awaiting reimbursement
approval in the province of Ontario. At present, we have contracted sales and marketing operations in Canada to
a third party. : ‘ \ R .

Somatuline® Depot is an injectable sustained-release formulation containing lanreotide, a somatostatin
analogue. Through its inhibitory effects, Somatuline® Depot lowers growth hormone and IGF-1 levels, thus
controlling disease progression and relieving the symptoms associated with active disease. The Somatuline®
Depot formulation contains no excipient other, than water and is generally injected every four weeks.
Somatuline® Depot is contained in a pre-filled syringe, and can be administered as a deep subcutaneous injection.
In contrast, Sandostatin LAR® Depot, the only currently available, long-acting somatostatin analogue, which is
marketed by Novartis AG, must be reconstituted-from a powdered form and drawn up'into a syringe, and must be
given-as a deep intramuscular injection, also every four weeks. Like Sandostatin LAR® Depot, Somatuline®
Depot is used in patients with acromegaly primarily when circulating levels of growth hormone remain high
despite surgery or radiotherapy.

Growth hormone/IGF-1 Combination Product Candidates. In July 2007, we entered into a Combination
Product Development and Commercialization Agreement' with Genentech that govemns the development,
manvfacture and" worldwide commercialization of two product candidates containing Nutropin AQ®,
Genentech’s thGH, and Increlex® for the treatment of all indications except those of the central nervous system.
Nutropin AQ® and Increlex® were- originally designed and formulated so that the products could be‘ combined
and potentially given as a single, daily injection. We are currently developing the co-mixable combination
product configuration based on the specific clinical requirements for use in adult growth hormone deficiency, or
AGHD, and short-stature. We believe that treatment with a combination of both Nutropin AQ® and Increlex®
may be superior to monotherapy of either component alone, particularly for certain patients with short stature
associated with low IGF-1 levels, AGHD and potentially other metabolic disorders. In January 2008, we began
dosing the first patients in a Phase I clinical study evaluating the combination of the Nutropin AQ® and
Increlex® for the treatment of short stature associated with low IGF-1 levels. The primary objective of this trial is
to assess the efficacy, measured as first-year height velocity, and safety of three different combination regimens
of Nutropin AQ® and Increlex® compared to Nutropin AQ® alone in the treatment of short stature associated
with low IGF-1 levels . The initial patients enrolled in this trial will receive separate injections of each of
Nutropin AQ® and Increlex®, but the goal of the study is o provide a majority of patients enrofled in the trial
with a co-mixture of Nutropin AQ® and Increlex® administered as a single injection.

2




TR A Tt wrees ratw oow PNUSEY WO S WU 2

Tl d o RN AL AR AL IS NSRS Y e, N e p gt

Scientific Background—Short Stature

We believe that approximately one million children in each of the United States and Europe have short
stature, Short stature is caused by a deficiency of IGF-1 or growth hormone, or other abnormalities such as
genetic defects not associated with a deficiency of either hormone. Physicians use a height standard deviation
score, or height SDS, to indicate how many standard deviations a person’s height is from the average height of
the normal population of a similar age and gender. The American Academy of Pediatrics and the American
Academy of Clinical Endocrinology define short stature as a height that is more than two standard deviations
below the average population height. Children with short stature are shorter than approximately 97.7% of
children of a similar age and gender, and if their deficit in growth continues unchanged, they will attain a final
height of no more than approximately 5’4" for boys and 411" for girls. Similarly, in evaluating IGF-1
deficiency, physicians can use an IGF-1 standard deviation score, or 1GF-1 SDS, to indicate how many standard
deviations a person’s IGF-1 lével is from the average level of the population of a similar age and gender.

We define the indication severe Primary IGFD to mean a child who has both a height SDS and an IGF-1
SDS of minus three or less; and the indication Primary IGFD to mean a child who has both a height SDS and an
IGF-1 SDS of less than minus two, in each case in the presence of normal or elevated levels of growth hormone.
Children with a height SDS of less than minus three are shorter than 99.9% of children of the same age and sex,
while children with a height SDS of less than minus two are shorter than 97.7% of children of the same age and
sex. Children with an IGF-1 SDS of less than minus three have IGF-1 levels lower than 99.9% of children of the
same age, and children with an IGF-1 SDS of less than minus two have lower IGF-1 values than 97.7% of
children of the same age.

We believe that approximately 6,000 children in the United States suffer from severe Primary IGFD, and an
additional 24,000 children suffer from Primary IGFD. We believe that the number of children in Europe
suffering from severe Primary IGFD and Primary 1GFD is approximately the same as in the United States.

Role of IGF-1 in short stature. The endocrine system regulates metabolism through the use of hormones,
including IGF-1, which is a naturally occurring 70 amino acid protein that is necessary for normal human growth
and metabolism. A deficiency of IGF-1 can result in short stature and can lead, in children and adults, to a range
of other metabolic disorders. These metabolic disorders can include lipid abnormalities, decreased bone density,
obesity and insulin resistance. IGF-1 is normally produced as a result of a hormonal cascade beginning with the
secretion of growth hormone by the pituitary gland, Growth hormone binds to a growth hormone receptor on a
cell which initiates an intracellular process, known as intracellular signaling. This intracellular signaling
preduces IGF-1 which is released into the blood, which then stimulates cartilage and bone growth.
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The cellular production of IGF-1 is regulated by growth hormone. Growth hormone deficiency leads to
inadequate 1GF-1 production, which. results in short stature in children. Growth hormone replacement therapy,
which increases 1GF-1 levels, can often be used to successfully treat children suffering from growth hormone
deficiency. However, we believe many individuals with short stature, despite normal growth hormone secretion,
are IGF-1 deficient, because their cells do not respond normally to growth hormone. These children are IGF-1
deficient usually because of abnormalities in either their growth hormone receptors or in their growth hormone
signaling pathways. These abnormalities make them unable to produce sufficient levels of IGF-1. These
individuals have Primary IGFD, which is characterized clinically by shon stature, IGF-1 deficiency, and growth
hormone sufficiency, Individuals with Primary IGFD are candidates for thIGF-1 replacement therapy.
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The following diagram illustrates IGF-1 deficiency and the role of IGF-1"in growth.
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Increlex® and Severe Primary IGFD. Increlex® is identical to naturally occurring human IGF-1 and we
believe it performs the same functions in the body. The product label for Increlex® defines severe Primary IGFD
to mean a child who has a height SDS and IGF-1 SDS of minus three or less and normal growth hormone ievels.
These children do not respond to or respond poorly to growth hormone therapy. If their deficit in growth
continues unchanged, children with severe Primary IGFD who are untreated will typically attain a final height of
no more than approximately 5'17 for boys and 4'9 ” {or girls, Increlex® therapy supplies these children with the
IGF-1 that their bodies are not producing enough of.
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In our Phase 1II clinical tnals of severe Primary IGFD, the data of which we submitted to the FDA in our
New Drug Application, or NDA, some patients experienced hypoglycemia, or low blood glucose levels. Other
side effects noted in some patients include hearing deficits, emlargement of the tonsils and intracranial
hypertension. Of the children who have completed at-least one year of thIGF-1 replacement therapy, which is the
generally accepted length of time required to adequately measure growth responses to drug therapy, a statistically
significant increase in average growth rate from 2.8 cm per year prior to treatment to 8.0 cm per year after the
first year of thIGF-1 treatment was demonstrated (p<0.0001). A p-value of less than 0.0001 means that the
probability that this result occurred by chance was less than 1 in 10,000. A probability.of 5 in 100 or less, or
p<0.05, is considered to be statistically significant. Compared to pre-treatment growth rates, statistically
significant increases were also observed during each of the next five years of rhIGF-1 treatment (p<0.005). We
believe these increases in growth rates were clinically meaningful and comparable to those observed in- clinical
trials of other approved growth hormone treatments. Statistically significant increases in helght SDS comparcd to
baseline were also observed for each of the first eight years, of rhIGF- I treatment (p<0. 001).

Increlex® and Primary IGFD.  Although our first indication is for severe Primary IGFD, we are evaluating
the use of Increlex® for the treatment of short stature in children with Primary IGFD, a less severe and more
prevalent form of IGFD. Children with Primary IGFD suffer from the same hormonal deficiency as those with
severe Primary IGFD. If their deficit in growth continues unchanged, children with Primary IGFD who are Coe
untreated will typically attain a final height of no more than approximately 5°4” for boys and 4’11 for girls.

We completed enrollment of our Phase IIIb clinical trial in Primary IGFD in July 2007, which is intended to
serve as the basis for a supplemental NDA filing for this indication. The principal purpose of this clinical trial is
to ensure safety in the broader population and to evaluate the safety and efficacy of various doses of Increlex®
for patients with Primary IGFD using twice-daily injections. In May 2007, we also completed enrollment in
another clinical trial to investigate once-daily dosing of Increlex® in Primary IGFD.

Scientific Background-—Acromegaly
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The term acromegaly is derived from the Greek words “acro” (extremities) and “megaly” (enlargement).
Acromegaly is an orphan disease where the pituitary gland secretes too much growth hormone resulting in
overproduction of IGF-1 and excessive growth. The most common cause of acromegaly is a benign tumor of the
pituitary gland. The condition can be caused by tumors in other parts of the body, such as the adrenal glands,
lungs, or pancreas. Sometimes, these type of tumors can secrete growth hormone, or they might produce another
hormone (growth hormone-releasing hormone), which stimulates the pituitary gland to make more growth
hormone. If the condition develops before bone growth is completed in adolescence, it is cilled gigantism.

Acromegaly is a condition characterized by enlarged facial features, hands and feet; that results from
excessive production of growth hormone by a tumor affecting the pituitary gland in ‘the brain. Lanreotide, the
active’ ingredient in Somatuline® Depot, decreases the production of the growth hormone and- treats the
symptoms of acromegaly without curing the tumor. It can be used as first line medical treatmerit when the levels
of growth hormone and IGF-1 remain elevated following surgery or radiotherapy to treaf the pituitary tumor.

The excessive growth associated with acromegaly occurs in the extremities where bones and soft tissues
increase in size. Because it is an uncommon disorder with symptoms that develop gradually over time,
acromegaly can be difficult to diagnose. We believe that a total of approximately 15,000 people in the United
States and Canada are estimated to have acromegaly. {t is most commonly found in middle-aged adults.

Without treatment, acromegaly can lead to cardiovascular disease, hypertension, diabetes and a possible
increased risk of colon cancer. If untreated, the mortality rate of people with acromegaly is at least two times
higher, and the life expectancy is five to ten years less than that of the general population. Treatments that control
the excess production of growth hormone and IGF-1 have been shown to return the mortality rate in these
patients to normal.
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Treatment options for acromegaly include surgical removal of the tumor, drug therapy and radiation therapy
of the pituitary gland. Depending on each individual case, a combination of these treatment options may be
needed 10 manage the effects of acromegaly. For example, although surgery can be an effective treatment
approach, in many cases, hormone levels may-improve yet still not return to normal; these patients would then
need additional treatment, most commonly with drug therapy. Most patients who receive pharmacological
intervention to treat their acromegaly tend to remain on drug therapy for the rest of their lives.

Drug therapies include somatostatin analogues, dopamine agonists and growth hormone receptor agonists:

* Somatostatin analogues operate like a naturally. occurring hormone called somatostatin, which decreases.
. the production and secretion of growth hormone.

* Dopamine agonists promote the activity of dopamine, a chemical in the brain, to stop growth hormone
release by some pituitary tumors. These drugs generally do not work as well as the growth hormone
receptor antagonists or the somatostatin analogues.

+ Growth hormone receptor antagonists, the most recent class of drugs developed to treat acromegaly,
prevent growth hormone from stimulating IGF-1 production by blocking the .pldces: on cells where
growth hormone binds, or connects, with the growth hormone receptor, - . BN

Radiation treatment is usually reserved for patients who cannot undergo surgery, or whose tumor is not
completely removed during surgery, or who have not responded adequately to medication. :

Somatuline® Depot and acromegaly. Somatuline® Depot injection contains the active ingredient
lanreotide. Lanreotide belongs to a class of products called somatostatin analogues that operate similarly to a
naturally occurring hormone in the body called somatostatin. Somatostatin is produced in various parts of the
body, including the brain, gut and pancreas. It prevents the release of several hormones found in the body, such
as growth hormone, serotonin, insulin and vasoactive intestinal peptide.

Somatutine® Depot has marketing authorizations in over 50 countries for the treatment of acromegaly and
_ neuroendocrine tumors. In 2007, Somatuline® and Somatuline® Depot generated worldwide sales outside of the
. United States and Canada of €103.6 million (approximately $152 million), up 12.4% in local currency versus
' 2006. '

In July 2006, Somatuline® Autogel® was approved for marketing by Health Canada for the treatment of
acromegaly. In August 2007, Ipsen received notice of approval from the FDA for marketing Somatuline® Depot
in the United States for the long-term treatment of acromegaly in patients who have had an inadequate response
to surgery and/or radiotherapy, or for whom surgery and/or radiotherapy is not an option. The FDA has also
granted Somatuline® Depot orphan drug exclusivity for the treatment of acromegaly,. providing a seven-year.
period of marketing exclusivity. In May 2007, we initiated. an open-label clinical study, which we refer to as
SALSA, to assess self or partner administration with Somatuline® Depot in patients with acromegaly. We expect
that the study will enroll approximately 60 patients in 15 centers in the United States.

Scientific Background—Adult Growth Hormone Deficiency (AGHD)

Growth hormone plays an important role in various metabolic functions in adults and low levels of growth
hormone in adults are frequently associated with metabolic disorders including lipid abnormalities, decreased
bone density, body composition (increase in fat and decreased muscle mass), decreased cardiac performance and
insulin resistance. These disorders typically become increasingly apparent after a prolonged period of growth
hormone deficiency, as occurs in adults with AGHD. Patients with AGHD are therefore typically treated with
growth hormone replacement therapy. AGHD is an FDA approved indication for several growth hormone
products on the market today.
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Potential of GHAGF-1 combination product candidate for AGHD. As part of our Combination Products
Agreement with Genentech, one combination product candidate containing Nutropin AQ® and Increlex® will be
studied in the AGHD population. Patients with AGHD typically have metabolic disorders including
abnormalities in body composition. Preclinical studies have suggested that co-administration of rhGH and
rhIGF-1 result in synergistic effects on body composition by decreasing body fat and increasing lean muscle
mass. In addition, we also belicve that when Nutropin AQ® and Increlex® are delivered together as a
combination product, some of the negative effects of each individual component could potentially be mitigated
by the positive effects of the other, especially their effects on insulin resistance. Upon review of the clinical data
in AGHD, we and Genentech will evaluate the potentnal of this combination product candidate in treating other
adult metabolic disorders.

Strategy ' _ ' - e

Our goal is to capitalize on the opponunmcs presented by Increlex® and Somatuline® Depot and to develop
and commercialize additional new products for the treatment of metabolic disorders. Key clements of - our
strategy for achieving our goal include:

Grow Increlex® usage in severe Primary IGFD. We believe that for the approximately 6,000 children'in
the United States who suffer from severe Primary IGFD, Increlex® provides a favorable efficacy and safety Cox
profile. Through our sales and marketing efforts, we make pediatric endocrinologists”aware of the risks and
benefits of Increlex® therapy, including conducting medical education programs, medical symposia, and regional
speaker programs aimed at increasing physician awareness of Increlex® and severe Primary IGFD. We have also
established a patient registry to previde additional data on the safety and efﬁcacy of Increlex®. In addition, we
seek to increase formulary acceptance of Increlex® so it can be re1mbursed in a Umely manner following the
writing of a prescnptlon

Expand the Increlex® indication to include Primary IGFD. We are seeking to maximize the
opportunities presented by Increlex® for the treatment of short stature by attempting to expand the use of
Increlex® 1o encompass children with Primary IGFD in the United States. If the data from our Phase IlIb clinical
trial evaluating twice-daily dosing of Increlex® in children with Primary IGFD are positive, we intend to submit a
supplemental NDA to expand the use of Increlex® to encompass children with Primary IGFD in the United
States. If approved for Primary IGFD in the United States, the market for Increlex® would expand from the
approximately 6,000 children with severe Primary IGFD to encompass the approximately 30,000 children with
Primary IGFD, including severe Primary 1GFD.

Successfully Commercialize Somatuline® Depot in Canada and the United States. We launched
Somatuline® Depot in November 2007 in the United States for the treatment of acromegaly. There are
approximately 1,000 adult endocrinologists who specialize in pituitary disorders in the United States that
prescribe approximately-90% of the prescriptions for acromegaly. We plan to conduct medical education
programs, medical symposia, and regional speaker programs aimed at establishing awareness of Somatuline®
Depot and its role in treating patients with acromegaly in the physician community. In July 2006, Somatuline®
Autogel® was also approved for marketing by Health Canada for the same indication. The product received
provincial formulary listings for reimbursement approval in the provinces of Quebec, Nova Scotia, New
Brunswick, Saskatchewan, and for Alberta Blue Cross, and we are awaiting reimbursement approval in the
province of Ontario. At present, we have contracted sales and marketing operations in Canada to a third party.

Broaden our endocrinology development portfolio. We intend to pursue the development and
commercialization of additional products for the treatment of short stature, acromegaly and other metabolic
disorders. We are seeking to in-license products that may benefit from our expertise in the field of
endocrinology. In addition, as part of our strategic collaboration with Ipsen, we have granted to each other a right
of first negotiation with respect to the development and commercialization of products in our respective
endocrine pipelines. Ipsen has several endocrinology compounds in early stage development including BIM
23A760 (Dopastatin). BIM 23A760 (Dopastatin), a chimeric molecule directed towards somatostatin and
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dopamine receptors, is targeted at the .possible treatment of pituitary. adenomas, including those causing
acromegaly, Cushing’s disease- and hyperprolactinemia as well as non-functional pituitary adenomas The
product entered Phase I clinical trials in 2007, :

Key Relationships—Genentech '. : : . . .

rhIGF-1. .. We entered into a- U.S. Llcense and Collaboration Agreemem Wlth Genentech in Apnl 2002,
which was amended in July -and November 2003 and in July 2007. In addition, we entered into an International
License and Collaboration: Agreement with Genentech in July 2003, which expands certain of the rights granted
to us under the U.S. License and Collaboration Agreement to the remaining territories of the world outside of the
United States. Under these agreements, we have certain rights and licenses to Genentech’s intellectual property
to research, develop, use, manufacture and market rhIGF-1, alone or in combination with IGF binding protein-3,
which we refer to in this document as IGFBP-3, for a broad range of indications. The rights are exclusive with
respect- to our development and-sale of rhIGF-1 and'non-exclusive with respect to our manufacture of thIGF-1.
Indications not covered by our licenses from Genentech include diseases and conditions of the central nervous
system. In addition, we would be obligated to enter into a written agreement with another company if we desire
to commercialize thIGF-1 for diabetes outside of Lhe United States. . , = .

Under both the U.S. LICCHSC and Collaborauon Agreemem and thc lntern.luonal Llcense and Collaboration
Agreement, ‘Genentech agreed to transfer to us its pre-clinical and chmcal data related to thIGF-1. This includes
data resulting from extensive ammal testing as well as Phase I, Phase IT and Phase 11 clinical trials with respect
to thIGF-1. In addition, under thesc agreements Genentech agreed to transfer its manufacturing technology and
know-how to us. In consideration of this transfer, we paid Genentech $1.0 million in cash and approximately
$4.1 million in Series A preferred stock upon execution of the U.S. License and Collaboration Agreement. We
paid Genentech $1.7 million upon execution of the International License and Collaboration Agreement and $14
million related to the license to Genentech’s rights to IGF-1 combined with:IGFBP-3. In connection with the
approval of our Increlex® NDA in August 2005, we paid Genentech a $1.0 million milestone payment related to
the U.S. License and Collaboration Agreement. We.also agreed to pay to Genentech royalties on the sales of
thIGF-1 products and certain one-time. payments upon the occusrence of specified milestone events, such as
attaining rhIGF-1 indication approvals and aggregate sales levels with respect to thIGF-1. We are subject to the
following milestone payments to Genentech as of December 31, 2007:

« In addition to the amounts already paid to Genentech, if we achieve all of the additional milestones
related to reaching cumulative sales targets for thIGE-1 and approval of thIGF-1 in additional indications
under the U.S. License and Collaboration Agreement and the International License and Collaboration

~ Agreement, we will owe Genemech up to an aggregate of approxlmately $32.5'million; and

o If we devclop thIGF-1 in combmauon with IGFBP-3, we would be sub_]ect to these same milestone
events and, upon achievement of all of the milestones, would owe Genentech up to an additional
aggregate of approximately $32.5 million. i

Accordingly, we would owe Genentech up to an aggregate of approximately $65.5 million in milestone
payments if we achieved all.of these milestone eveats for both rhIGF-1 and for rhIGF-1 in combination with
IGFBP-3. Both agreements require us to fulfill certain obligations te maintain our licenses.

Under the U.S. License and Collaboration Agreement, Genentech has exclusively licensed to us its right to
develop and commercialize thIGF-1 products in the United States for all indications other than diseases and
conditions of the central nervous system. Genentech has a right, the Opt-In Right, to elect, within-a limited period
of time following an NDA-enabling clinical trial, to participate jointly with us in the development and
commercialization of rthIGF-1 products we develop for diabetes indicationsyand for all non-orphan indications.
Orphan indications are generally diseases-or conditions that affect fewer than 200,000 individuals in the United
States. If Genentech elects to exercise its Opt-In Right for a panticular indication, Genentech will pay us more
than 50% of the past development costs associated with that indication. In addition, after Genentech exercises its
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Opt-In Right for a particular indication, we would share with Genentech the ongoing net operating losses and
profits resulting. from the joint development and commercialization effort for that indication. Pursuant to this
arrangement, we would fund less than 50% of such operating losses and we would receive less than 50% of any
profits associated with any joint indication. Under a letter agreement of July 2007, we and Genéntech amended
the U.S. License and Collaboration Agreement to provide that until such time as we initiate the development of
an rhIGF-1 product for diabetes (or a substitute indication mutually agreed to by us and Genentech that has a
potential market of greater than $250 million and is not an indication for the central nervous system), Genentech
may elect to initiate such development for diabetes or, upon our and Genentech's mutual agreement, the
development of a substitute indication that has a potential market size of greater than $250 million and is not an
indication of the central nervous system. In addition, if we elect to discontinue the development of rhIGF-1
products for diabetes or a substitute indication selected by us, subject to Genentech’s consent, Genentech has the
right to assume development of such indication. In the event that Genentech initiates the development of an
thIGF-1 product for any such indication before we do or assumes the development of an rhIGF-1 product for any
such indication after such development is discontinued by us, our rights under the agreement for such indication
would terminate and Genentech would be granted a non-exclusive license under our thIGF:1 intellectual property
and technology. to manufacture, use and sell rhIGF-1 products for diabetes, or if applicable the substitute
indication, subject to an obligation to pay us milestone paymenm and/or royalties to be negouated by Genentech
and us in good faith on sales of these products.

With respect to those indications in the United States for which Genentech does not have an Opt-In-Right or
for which Genentech has not exercised its Opt-In-Right to jointly develop and commercialize thIGF-1, we have
the final decision on disputes relating to development and commercialization of rhIGF-1.-With respect to.those
indications in the United States for which Genentech has exercised its Opt-In-Right, or for which its Opt-In-Right
has not expired or been waived by Genentech, Genentech has the final decision on disputes relating to
development and commercialization of rhIGF-1.

Under the International License and Collaboration Agreement, Genentech has exclusively licensed to us its
right to develop and commercialize rhIGF-1 products outside of the United States for all indications other than
diseases and conditions of the central nervous system. In addition, we would be obligated to enter into a written
agreement with another company if we desire to commercialize rhIGF-1 for diabetes outside of the United States.
Unlike the U.S. License and Collaboration Agrccmcm Genentech does not have the right to participate in any of
our development or commercialization efforts for rhIGF-1 products outside of the United States.

Upon an uncured material breach of either the U.S. License and Collaboration or the International License
and Collaboration Agreement, the non-breaching party may terminate the agreement. We also have the right to
terminate either agreement at our sole discretion upon 60 days prior written notice to Genentech. If Genentech
terminates either agreement because of our material breach, or if we terminate either agreement for any reason
other than a material breach-by Genentech, the rights and licenses granted to us under the respective agreement
would terminate. In such event, Genentech would be granted a non-exclusive license: under our rhIGF-1
intellectual property and technology to- manufacture, use and sell thIGF-1 products, subject to an obligation to
pay us royalties on'sales of these products to be negotiated by Genentech and us in good faith.

Growth hormone/IGF-1 combination products. In July. 2007, we entered into a Combination Product
Development and Commercialization Agreement, or Combination Product Agreement, with. Genentech that
governs the worldwide development and commercialization of combination products containing Increlex® and
Genentech’s thGH for the treatment of all indications except those of the central nervous system. Under the
terms of the Combination Product Agreement, the parties contemplate the development of two combination
products for the following indications: one product formulation for certain defined short stature indications and
another separately formulated combination product for- AGHD indications and potential other indications.
Initially, we will be responsible for the development and commercialization of all combination products under
the Combination Product Agreement and have agreed to pay Genenlech a royalty on net sales of combination
products covered by Genentech's (or the parties’ joint) patents, subject to Genentech's right to opt-in, as
described below.
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| e - Under the Combination Product Agreement, Geneniech has a right to opt-in to development and
' commercialization of such combination products following thetFDA’s acceptance of our Ihvestigational New
Drug Application, or IND, for the first Phase II clinical ‘trial for certain of the ‘Short Stature or AGHD
Indications. If Genentech does not exercise this first option, it would then have the right to acquire a second right
to opt-in after the Company obtains Phase II clinical trial data that is pivotal study-enabling for certain of the
short stature, AGHD or the other. indications. If Genentech opts in, it would then'become the lead party with
respect to-the development and commercialization of combination products for other indications, and.it may also
choose to become the lead party in development and commercialization for AGHD. Upon opt-in, Genentech may
also choose to exercise a commercial option to acquire the right for the deciding vote in allcommercialization
matters pertaining to combination product candidates in short stature indications. We would.remain the lead
commercialization party for short stature indications and in AGHD indications. The lead commercialization party
would determine the commercialization plan for such combination products for.such indications, and the
non-lead party would have the right to co—promote such combination products 3 T
Upon opting in, Genentech would become obligated' to reimburse us for a portion of the development cosis
incurred since July 2007 and a cash:payment if Genentech chooses to acquire the right for the deciding vote in-all
commercializing matters pertaining to combination product candidates in short stature indications and in. AGHD
indications, and thereafier the parties would chare future costs and all operating- profits and losses. Genentech . .
would recetve such profit share in lieu of its royalty payment. If Genentech opts in,. it would have the right to
subsequently elect to opt ‘out of such development and commercialization of combination products, but only for
all indications. In addition, following an opt-in by Genentech, we 'would have the right'to subsequently elect to
‘opt olit of the joint development and commiercialization of ‘the combination products for AGHD and the other
indications only, but not for the short stature indications. If 4 party elects to opt dut, the other paity would have a
limited period of time in which it could also elect to opt out, in which case the parties-would wind down
development and commercialization of the applicable produdts. After opting out, a ‘party ‘would remain
responsible for its share of operating profits and losses for a transition period only, after which time such party
would be entitled to a royalty payment from thé commumg party on,net sales of such combination product. If
Genentech opts in and nelther party elects to opt out before a combination product receives regulatory approval
N for any ‘Other Indication, Genentech would owe us a cash milestone payment "Under the Combination Product
Agreement, the parties have granted each other sublicenseable ltcenses under their respectwe “technology. The
parties will share manufacturing responmbnhttes and costs dependmg on which’ opt-in or opt-out rights have been
exercised, but in general the parties contemplate that we’ will supply rhIGF-1 needed for the combination
products, and Genentech will supply human growth hormone for such products.

The Combination Product Agreement will remain in effect until all payment obligations have expired and
two years have elapsed since the parties developed or commercialized combination, products for indications for
which the parties will. be shanng operatmg profits and losses under the Combmatlon Product Agreemf:nt In
addition, either party has the right to terminate the Combmauon Product Ag_reemen_t An its entirety or on a
per-product basis depending on:the circumstances, in the event ofian uncured, material breach by the other party.
If Genentech terminates the Combination Product Agreement as to a given product for our matenal breach,
Genentech’s rights would revert to it, and it would also reccive licenses from us to exclusively develop and
commercialize the terminated product, subject to payment to us of a royalty on Genentech’s net sales of the
terminated product. Similarly, if we terminate the Combination Product Agreement for Genentech’s material
breach, we would .retain or be granted all needed license rights from Genentech to exclusively develop and
commercialize the terminated product subject to payment to Genentech of a royalty on our net sales of the
terminated product. :

In connection with the Combination Product Agreement we entered into a Stock Purchase Agreement with
Genentech pursuant to which Genentech purchased 708,591 shares of our common stock in July 2007 for an
aggregate purchase price of $4.0 million. In the event that Genentech acquires a second right to opt-in under the
Combination Product Agreement, Genentech would, subject to customary closing conditions, purchase up to
842,105 shares of our common stock in a subsequent closing at a price per share equal to the average of the
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closing prices of our common stock for the 20 trading days ending on the trading date immediately prior to the
expiration of Genentech’s first right to opt-in under the Combination Product Agreement. However, Genentech
may purchase no more than $4,000,000 of our common stock in this closing and this closing would be at our
option (and subject to approval by Ipsen) if the price per share is below $4.75. In the event that Genentech opts
in, neither party elects to opt ot and a combination product receives regulatory approval for any indication other
than short stature or AGHD, upon our request, Genentech would, subject to customary closing conditions,
purchase up to 1,052,632 shares of our common stock in a éubsequenrclosing‘at a price per share equal to the
average of the closing prices of our common stock for the 20 trading days ending on the trading date immediately
prior to the effective ‘date of regulatory ‘approval of a combination product for any such other indication.
However, Genentech may purchase no. more than $5,000,000 of. our common stock in this closing and this
closing would be subject to approval by Ipsen if the price per share is below $4.75. For additional information on
our Combination Product Agreement with Genentech, please refer to Note 8, “Combination. Product
Development and Commercialization Agreement,” in the Notes to Financial Statements of Part I, Item 8 of this
Form 10-K. ’

Key Relationships—Ipsen

In October 2006, we completed the first closing of the transactions conteniplatcd by the Stock Purchase and
Master Transaction Agreement we entered into with Ipsen in July 2006. At the closing, we-issued 12,527,245
shares of our common stock 10 an affiliate of Ipsen for an aggregate purchase price of $77.3 million, a 30.0%
premium to the volume-weighted average closing price of our common stock over the preceding 15 trading days
ending on July 17, 2006, and issued to Ipsen a convertible note in the principal amount of $25.0 million and a
warrant to purchase a minimum of 4,948,795 shares of our common:stock, which warrant is exercisable at any
time during the five-year period after the initial closing and carries an initial exercise price equal to $7.41 per
share. The number of shares that Ipsen can purchase by exercising the warrant can increase over time.
Simultaneously with the initial closing, we and Ipsen (and/or affiliates thereof) entered into licensing agreements
with respect to Somatuline® Depot and Increlex®, and entered into certain othier agreements, including the
Affiliation Agreement described below. Additionally, we effected certain amendments to our charter and bylaws
and adopted a rights agreement implementing a stockholder rights plan. In September 2007, we issued a second
converiible note and a third convertible note to Ipsen in the principal amounts of €30.0 million {or $44.2 million
at December 31, 2007) and $15.0 million, respectively. Each of the three convertible notes we issued to Ipsen
mature in October 2011 and carry a coupon of 2.5% per annum from the date of issuance, compounded quarterly,
and arc convertible into shares of our common stock at an initial conversion price per share equal to $7.41 per
share (or €5.92.per share with respect to the €30.0 million principal amount convertible note). As of
December 31, 2007, approximately 15,574,519 million shares of our common stock were issuable to Ipsen upon
exercise of the warrant and conversion of the convertible notes we issued to Ipsen. Together with the shares we
have issued (o Ipsen to date, the conversion of all three convertible notes and the exercise of the warrant in full
would enable Ipsen o acquire an ownership interest in us of approximately 40% on a fully diluted basis. We also
granted Ipsen a preemptive right to purchase its pro rata portion of new securities that we may offer in the future
in order to maintain its percentage ownership interest.
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i, Affiliation Agreement. In connection with the first closing of the transactions contemplated by the Stock
b Purchase and Master Transaction Agreement, we entered.into an Affiliation Agreement with Ipsen with respect
i to certain corporate governance matlers and providing Ipsen with the right to nominate a certain number of

directors for election to cur board of directors. Under the Affiliation Agreement, Ipsen is entitled to nominate up
to two out of the nine authonized members of our board of directors, provided that in the event Ipsen holds at
least 60% of our then outstanding shares of common stock, Ipsen is entitled to nominate an unlimited number of
directors to our board of directors. Ipsen is also entitled to nominate additional independent director nominees
{which nominees must be independent of Ipsen) for election to our board of directors starting in 2008, as follows:

/ ;‘,.g"-

g R . . . . . . .
_,::_:9'” one nominee in 2008, two .nominees in 2009 and four nominees in 2010, provided that these rights would
%‘"‘\&w terminate if Ipsen holds less than 15% of the outstanding shares of our common stock and are also be subject to
}"5‘@?{ reduction under certain circumstances. The Affiliation Agreement also includes certain provisions with respect to

the establishment and composition of the standing committees of our board of directors.

.l'
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Under the Affiliation Agreement, the approval of Ipsen is required for us to take certain actions, including,
but not limited to: ' : .

= entering into most material transactions or agreements;
+ merging or consolidating with other entities;

+ establishing or approving an operating budget with anticipated research and development spending in
excess of $25.0 million per year, plus potential additional amounts for new Ipsen projects under the
license and collaboration agreement that we entered into with respect to Somatuline® Depot;

+ subject to limited exceptions, incurring any indebtedness other: than certain permitted indebtedness
(provided that -our total permitted indebtedness may not cxceed $2.5 million if our ratio of net
indebtedness to EBITDA exceeds 1:1); '

» incurring capital expenditures of more than $2.0 million in any given year;
» making any investment, other than certain permitted investments;
« entering into any transaction that results in competition with Ipsen,

= declaring or paying any cash dividends; . o

- taking any action with respect to takeover defense measures, including with respect to our stockholder
rights plan; and '

« issuing or selling shares of our capital stock, other than issuances or sales after October 13, 2008 that
may not exceed $25.0 million in any three-year period, and other limited exceptions.

Under the terms of the Affiliation Agreement, Ipsen is not permitted, without our prior written consent, 1o
sell, transfer or dispose of any shares of our common stock. to any person or persons known to Ipsen or its
affiliates to be a “group” (within the. meaning of Section 13(d)(3) of the Securities Exchange Act of 1934, as
amended) who would, to Ipsen’s or its affiliates’ knowledge, beneficially own more than 14.9% of our then-
outstanding common stock. In addition, during the period commencing on October 13, 2007 and expiring on the
fourth anniversary of such date, Ipsen is not permitted, without our written consent, to take any action to effect,
directly or indirectly, the acquisition of beneficial ownership by Ipsen of any additional shares of our common
stock from persons other than us, other than certain permitted offers and acquisitions in connection with
maintenance of Ipsen’s percentage ownership interest in us, acquisitions by other stockholders and an increase in
Ipsen’s ownership position to at least 60% (subject to adjustment) of our outstanding common stock. If at any
time Ipsen and/or its affiliates beneficially own 90% or more of our outstanding common stock such that, upon
all such common stock being held either by Ipsen (or an affiliate of Ipsen), Ipsen would be entitled to effect a
short-form merger with us in accordance with Delaware law, Ipsen will, or will cause its affiliate to, effect such a
merger.

Licensing Agreements. Pursuant to the licensing agreements we entered into with Ipsen (and/or affiliates
thereof) in connection with the initial closing under the stock purchase and master transaction agreement, we
granted to Ipsen and its affiliates exclusive rights to devetop and commercialize Increlex® in all countries of the
world except the United States, Japan, Canada, and for a certain period of time, Taiwan and certain countries of
the Middle East and North- Africa, and Ipsen granted 1o us exclusive rights to develop and commercialize
Somatuline® Depot in the United States and Canada. Further, we and Ipsen granted to each other product
development rights and agreed to share the costs for improvements to, or new indications for, Somatuline® Depot
and Increlex®. In addition, we and Ipsen agreed to rights of first negotiation for our respective endocrine
pipelines. Under the license and collaboration agreement with respect to Increlex®, Ipsen made an upfront cash
payment to us of €10.0 million (or $12.4 fillion) and also made a milestone payment to us of €15.0 million (or
$19.3 million) in connection with the approval of Increlex® Marketing Authorization Application, or MAA, in
the European Union for the Increlex® targeted product label. Increlex® was launched in Ipsen’s teritory in
November 2007 for which we receive royalties from Ipsen on a sliding scale from 15% to 25% of net sales, in

12

L S D R R A R T R T R S L N R RS R O DD TR R ST S R D e 2 0




e '-" T e Py
A3
N

T
a

.”

3

AN

e

f S‘s’
e

.3,-_%& A R LR A W, 4 s A NI T TR Y O O 2 e i DA S i S A R A N R A T R B G ES T 2 Tt
a ¢ .

addition to a supply price of 20% of net sales of Increlex®. Under the license and collaboration agreement with
respect to Somatuline® Depot, we made an upfront payment of $25.0 million to Ipsen, which was financed
through the issuance by us to Ipsen of the $25.0 million principal amount convertible note at the initial closing
under the stock purchase and master transaction agreement. In the third quarter 2007, Somatuline® Depot was
approved in the United States for the targeted product Iabel (and the second closing under the stock purchase and
master transaction agreement was consummated) and we made a milestone payment of €30.0 million {(or $41.6
million) to Ipsen, which was financed through the issuance by us of the €30.0 million principal amount
convertible note to Ipsen. Upon consummation of the second closing, we also issued the $15.0 million principal
amount converlible note to Ipsen and Ipsen delivered $15.0 miilion to us, which will be used by us for working
capital. Somatuline® Depot was launched in our territory in November 2007, for which we pay royalties to Ipsen,
on a sliding scale from 15% to 25% of net sales, in addition to a supply price of 20% of net sales of Somatuline®
Depot. For additional information on our collaboration with Ipsen, please refer to Note 9, “License and
Collaboration Agreements and Related Party Transactions,” in the Notes to Financia! Statements of Part 11,
Item 8 of this Form 10-K.

Key Relationships—Insmed lncorporated

In March 2007, we, Genentech, Insmed Incorporated and Insmed Therapeutic Proteins, Inc. (collectively,
Insmed), entered a Settlement, License and Development Agreement in which we,"Genentech and Insmed have
settled all outstanding litigation amongst the parties, including the patent infringement suits brought by us and
Genentech against Insmed in the United States and United Kingdom, and the unfair business practices suit
brought by us against Insmed. In exchange for the settlement and release of all claims, including a waiver by us
and Genentech of all damages award by the jury in the U.S. patent infringement litigation, the parties have
granted licenses to each other with respect to the development, manufacture and commercialization of products
to treat certain indications.

Tercica/Genentech Indications and Non-Tercica/Genentech Indications.

Under the terms of the Settlement, License and Development Agreement, Insmed may no longer supply its
IGF-1/BP-3 combination product, or [IPLEX™, in connection with the treatment of certain indications, including
severe Primary IGFD, Noonan's Syndrome, Laron Syndrome, growth hormone deficiencies, idiopathic short
stature, other short stature indications and growth hormone insensitivity, or the Tercica/Genentech Indications,
and agreed to withdraw its IPLEX™ MAA for the treatment of Primary IGFD and patients with growth hormone
gene deletion in the European Union. In exchangé, we and Genentech each granted to Insmed a non-exclusive,
license with respect to the manufacture, development and commercialization of IPLEX™ for most non-short
stature indications including severe insulin resistance, myotonic muscular dystrophy, retinopathy of prematurity,
recovery from buriis and trauma, recovery from hip fracture and HIV associated adipose redistribution syndrome,
or 'the Non-Tercica/Genentech Indications, subject to our and Genentech’s opt-in rights and certain royalty
provisions, as more fully described below. Insmed is permitted to continue to provide [PLEX™ on a named
patient basis for certain of the Non-Tercica/Genentech Indications in. the European Union, and for amyotrophic
lateral sclerosis, or ALS, in Italy. Any cost reimbursement obtained from such program would be subject (o a
tiered royalty of 4% to 15% shared between us, Genentech and Ipsen.

Tercica and Genentech Opt-in Rights.

Pursuant to the Setttement, License and Development Agreement, we and Genentech have the right to opt-in
to participate in Insmed’s development and commercialization of IPLEX™ for each of Non-Tercica/Genentech
Indications up to 90 days after Insmed provides Phase HI-enabling clinical data. We have the first right to opt-in
to orphan indications, or the Tercica Opt-In Right, and Genentech has the first right to opt-in to non-orphan
indications, or the Genentech Opt-In Right. If the Tercica Opt-In Right is not exercised, Genentech has the right
to exercise the opt-in right in its stead. Similarly, if Genentech does not exercise the Genentech Opt-In Right, we
will have the right to exercise the opt-in right in its stead. Prior to an exercise of an opt-in right, Insmed retains
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development control of the product for the treatment of any Non-Tercica/Genentech Indication. Upon exercise of
an opt-in right for an opt-in indication, we or Geneniech, as applicable, has the right to control the development
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2] of such product for such opt-in indication. In addition, once such opt-in right is exercised, and upon product
A . . . . .

Chi st approval, we or Genentech, as the case may be, may elect to enter into a co-promotion relationship with Insmed
Hoees . . N . ! . . a4 .
G for IPLEX™ with respect to such indication, and such activities will be conducted under-a commercialization
aEa pe

plan and overseen by a joint commercialization committee. Alternatively, such opt-in party may elect to obtain
the sole right to promote IPLEX™ for such indication and Insmed has agreed to supply IPLEX™ to such party
under a separate supply agreement. : -

i

If the Tercica Opt-In Right is exercised, Insmed will be reimbursed at the time of exercise for 50% of any
expenses then-incurred in connection with the development of such indication and any further development costs
will be shared equally between us and Insmed. Upon commercialization, we and Insmed have agreed to divide
profits equally after accounting for relevant expenses, including sales-based tiered royalties of 6%-15% to
Genentech. If the Genentech Opt-In Right is exercised, Insmed will be reimbursed at the time of exercise for
50% of any expenses incurred in connection with the development of such indication and further development
costs and profits will be divided equally between Insmed and Genentech; provided, however, that no royalty will
be paid to us. If neither the Tercica Opt-In Right nor the Genentech Opt-In Right is exercised, Insmed will pay a
4% royalty on all commercial sales of the approved drug to Genentech. . L.

We, Genentech and Insmed have also agreed to form a joint development and a joint commercialization
committee to guide the development and commercialization of the Non-Tercica/Genentech Indications and to
oversee the tracking of sales of the product for use in the treatment of specific indications. *

Termination.

The Settlement, License and Development Agreement is in effect until the expiration of all payment
obligations or the expiration of all Tercica Opt-In Rights and Genentech Opt-In Rights, whichever is later. In

addition, each of we and Genentech have the right to terminate the Settlement, License and Development

9. Agreement in its entirety or on an indication by indication basis for any uncured material breach by Insmed of its

et obligations. Further, Insmed has the right to terminate the Settlement, License and Development Agreement in its
%_s}g entirety or on an indication by indication basts in the case of an uncured material breach by us or Genentech. If
‘ the Settlement, License and Development Agreement is terminated in its entirety, Insmed’s license to make, use

and sell [PLEX™ will terminate in its entirety as of the effective date of such termination. If either the Tercica
Opt-In Right or Genentech Opt-In Right has been exercised for an indication prior to such termination and the
Settlement, License and Development Agreement is terminated for such indication, then Insmed’s license to sell
IPLEX™ with respect to such indication will terminate, but we or Genentech have the right to continue selling
IPLEX™ after such termination. Further, Insmed will be reimbursed for development costs then-incurred for
IPLEX™ for such indication and thereafter receive a royalty at the rate of 4% for the sales of [PLEX™, on a
country-by-country basis, so long as Insmed’s patents cover the making, using or selling of IPLEX™ in such
country. If Insmed terminates the Settlement, License and Development Agreement with respect to an indication
for which the Tercica Opt-In Right or Genentech Opt-In Right has been exercised, then Insmed will have the sole
and exclusive right to commercialize IPLEX™ for such indication and either we or Genentech, as the case may
be, will be reimbursed for development costs then-incurred for IPLEX™ for such indication and thereafter
receive a royalty at the rate of 4% for the sales of IPLEX™, on a country-by-country basis, so long as the
licensed patents cover the making, using or selling of IPLEX™ in such country.
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Manufacturing

Increlex®. We have agreements with Lonza Baltimore, Inc., or Lonza Baltimore, and Lonza Hopkinton,
Inc., or Lonza Hopkinton, for the manufacture and supply of bulk rhIGF-1. Under our agreement with Lonza
Baltimore, Lonza Baltimore is manufacturing bulk rhlGF-1 to support our anticipated clinical and commercial
needs until early 2010. This manufacturing is being conducted in a single, large campaign and is expected to
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complete in mid 2008. Upon completion of the 2008 campaign, our agreement with Lonza Baltimore will
terminate. Under our current agreement with Lonza Hopkinton, we are working to transfer to and establish
commercial manufacturing in Lonza Hopkinton’s facility in Hopkinton, Massachusetts, for which we expect to
complete our validation {conformance) campaign in 2008. However, it will 1ake significant time and expense to
complete the transfer to and validate the Lonza Hopkinton manufacturing facility. Prior to our use, Lonza
Hopkinton’s facilities and processes will need to undergo pre-approval and/or current-good manufacturing
practices, or cGMP, compliance inspections. In addition, we need to transfer and validate the processes and
certain analytical methods necessary for the production and testing of bulk rhIGF-1.by.Lonza Hopkinton. Qur
current agreement with Lonza Hopkinton provides that Lonza Hopkinton will manufacture and supply bulk
thiGF-1 in support of our needs until our current agreement with Lonza Hopkinton is terminated by our and
Lonza Hopkinton’s entry into a more detailed agreement for the long-term manufacture of bulk thIGF-1, or by
either our or Lonza Hopkinton's advance written notice of termination of our current agreement effective on the
later of the third anniversary of the notice or May 14, 2011. We expect to terminate the agreement with Lonza
Hopkinton by execution of the detailed agreement with Lonza Hopkinton for the long-term manufacture of bulk
rhIGF-1 in 2008. We will also have a quality agreement with Lonza Hopkinton designed 1o ensure that product

quality, compliance with cGMP, and oversight over all critical aspects of rhIGF-1 production, testing and release
is maintained.

In November 2006, we executed a Development and Supply A'grecment and a-Quality Agreernent for drug
product filling, packaging, and labeling, with Hospira Worldwide, Inc. or Hospira. These agreements have an
initial term of five years from the time of first commercial sale, and thus are anticipated to last through 2013. We

expect to complete the technology transfer and ‘manufacturing validation at this manufacturer in the first*half of
2008.

Our U.S. License and Collaboration Agreement with Genentech provides us with righis and access to
Genentech’s manufacturing technology and documentation associated with Genentech’s manufacture and testing
of thIGF-1, including Genentech’s proprietary large-scale manufacturing process for producing bulk thlGF-1.
This includes production cell banks, production batch records, development reports, analytical methods and
regulatory documents describing improvements and changes to the production process.
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Our Combination Product Agreement with Genentech provides us with rights and access to Genentech’s
Nutropin AQ® supply, manufacturing technology, and technical documentation associated with Genentech’s drug
product manufacture and testing of rl;GH. including development information for the co-mixable product
combination. This includes development reports, analytical methods and regulatory documents.

Somatuline® Depor. Ipsen is our sole supplier of Somatuline® Depot. We have no alternative
manufacturing facilities or plans for any alternative facilities at this time. We do not have direct control over
Ipsen’s compliance with regulations and standards, The facilities used by and operations of Ipsen to manufacture
Somatuline® Depot must undergo periodic inspections by the FDA and other regulatory authorities for
compliance with cGMP regulations to ensure continued supply of Somatuline® Depot to our U.S. and Canadian
(Somatuline® Autogel®) markets. We have a quality agreement with Ipsen designed to ensure that product
quality, compliance with cGMP, and oversight over all critical aspects of Somatuline® Depot production, testing
and release is maintained.

Sales and Marketing

Increlex®.  QOur Increlex® sales and marketing efforts target approximately 500 pediatric endocrinologists
practicing in the United States. Pediatric endocrinologists are the physicians who customarily treat children with
severe Primary IGFD. Because these pediatric endocrinologists are primarily hospital-based and concentrated in
major metropolitan areas, we believe that our focused marketing organization and specialized sales force
effectively serves them. We are conducting a variety of programs aimed at establishing physician awareness of
Increlex® as a treatment for severe Primary IGFD, including medical education, symposiums and regional
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speaker programs. We Have also established a patient registry in order to provide further data on the safety and
efficacy of Increlex®. In Europe, Ipsen has gained approval for and launched Increlex®- in 2007 in certain
European countries, including Austria, Germany, Great Britain, Greece, Hungary, Spain and the Czech Republic.

Somatuline® Depot. Patients with acromegaly are typically treated by a subset of adult endocrinologists
who sub-specialize in pituitary disorders- We believe there are approximately 1,000 physicians in the United
States who write approximately 90%. of the prescriptions for this disease. Like pediatric endocrinologists, adult
endocrinologists are. primarily hospital-based and concentrated in major metropolitan areas. We plan to-conduct
medical education programs, medical symposia and regional speaker programs aimed at establishing awareness
of Somatuline® Depot for the treatment of acromegaly. Al present, we have contracted sales and marketing
operations in Canada to a third party.

For additional information on geographic revenues, please refer to Note 2, “Concentrations,” in the Notes to
Financial Statements of Part I1, [tem 8 of this Form 10-K. |

v

Research and Development ~ : !

Qur principal experience has been developing late-stage product candidates and commercializing them. We
do not conduct any of our own pre- -clinical laboratory research. However, we consult with academic research
institutions and other compames regardmg both IGF-1 and non-IGF-l related prOJects m endocrinology.
Research and development activities are associated pnmanly with clinical, rcgulatory manufacturing
development and acquired rights to technology or products in development. Clinical and regulatory activities
include the preparation, implementation, and management of our clinical trials and clinical assay development, as
well as regulatory compliance, data management and biostatistics. Our research and development expenses were
$19.1 million for the year ended December 31, 2007, $42.0 million for the year ended December 31, 2006 and
$21.6 million for the year ended December 31, 2005.

.-

Patents and Proprietary Rights

Our policy is to enforce our licensed patents to the extent our licensors have granted us such rights, and to
protect our proprietary technology. We intend to continue to file U.S. and foreign patent applications to protect
technology, inventions and improvements that are considered important to the development of our business.
There can be no assurance that any of these patent apphcauons will result in the grant of a patent either i in the
United States or elsewhere, or that any patents granted will be’ valid and enforceable, or will provide a
competitive advantage or will afford protection against competitors with similar technologies. Olir success could
depend, in part, on our ability to obtain additional patents, protect our proprietary rights and operate without
infringing third party patents. We will be able to protect our licensed ‘patents or proprietary technologies from
unauthorized use by third parties only to the extent that such patents or proprictary rights are covered by valid
and enforceable patents or are effectively maintained as trade secrels and such third party does not have any valid
defense.

We have licensed from Genéntech certain intellectual property rights, including patent rights and
pre-clinical and clinical data, and manufacturing know-how, to develop and commercialize rhIGF-1 worldwide
for a broad range of indications. Such U.S. patents expire between 2010 and 2020. Our U.S. patent No. 6,331,414
B1 licensed from Genentech is directed to methods for bacterial expression of thIGF-1 and expires in 2018. We
have no equivalent European patent. The European Patent Office has determined that the claims of Genentech’s
corresponding European patent application are not patentable - undcr Europezm patent law in view of public
disclosures made before the application was filed,

We have also licensed from Genentech certain intellectual property rights, including patent rights and
pre~clinical and clinical data, and manufacturing know-how, to develop and commercialize -growth hormone/
rhIGF-1 combination products worldwide for a broad range of indications. The licensed rights include rights to
certain U.S. patents that cover methods of using growth hormone/rhIGF-1 combination products and that expire
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between 2009 and 2014, Qur U.S. Patent No. 6,331,414 B1 licensed from Genentech will provide protection in '
the United States for our process of manufacturing IGF-1 for our growth hormone/IGF-1 combination product
candidates until it expires in 2018. We have no equivalent patent protection for our process of manufacturing
thIGF-1 in Europe. ,
We have licensed from Ipsen their intellectual property rights, including patent rights and pre-clinical and
clinical data, to develop and commercialize Somatuline® Depot in the United States and Canada for a broad
range of indications. Such rights include U.S. patents for the formulation and for methods of using Somatuline®
Depot that expire between 2015 and 2019. We do not have patent composition coverage on the lanreotide
molecule (the active pharmaceutical ingredient of Somatuline® Depot) alone.

There has been increasing litigation in the biopharmaceutical industry with respect to the manufacture and
sale of new therapeutic products. The validity ‘and breadth of claims in biotechnology patents may involve
complex factval and legal issues for which no consistent policy exists. In particular, the patent protection
available for protein-based products, such as rhIGF-1, is highly uncertain and involves issues relating to the
scope of protection of claims 1o gene sequences and the production of their corresponding proteins. -

There can be no assurance that our licensed patents will not be successfully circumvented by competitors. In
particular, we do not have patent composition coverage on the rhiGF-1 protein alone, and we are aware that
Novartis AG (through acquisition of Chiron Corporation) has developed a process to manufacture rhIGF-1 using
yeast expression, rather than bacterial expression. In addition, the patent laws of foreign countries differ from
those in the United States and the degree of protection afforded by foreign patents may be different from the
protection offered by U.S. patents. Our competitors may obtain patents in the United States and Europe directed
to methods for the manufacture or use of rhIGF-1 that may be necessary for us to conduct our business free from
claims of patent infringement. We may not be able to license such patents on reasonable terms, if at ail.

We may need additional intellectual property from other third parties 1o commercialize rhIGF-1 for
diabetes. We cannot be sure that we will be able to obtain a license to any third-party technology we may require
to conduct our business in this area.
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In some cases, litigation or other proceedings may be necessary to defend against claims of infringement, to
enforce patents licensed to us, to protect our know-how or other intellectual property rights or to determine the
scope and validity of the proprietary rights of third parties. Any potential litigation could result in substantial cost
to us and diversion of our resources. We cannot be sure that any of our licensed patents will ultimately be held
valid. An adverse outcome in any litigation or proceeding could subject us to significant liability.

Declaratory judgments of invalidity against the patents asserted in any such actions could prevent us from
using the affected patents to exclude others from competing with us.

We generally enter into confidentiality agreements with our employees and consultants. Our confidentiality
agreements generally require our employees and consultants to hold in confidence and not disclose any of our
proprietary information. Despite our efforts to protect our proprietary information, unauthorized parties may
attempt to obtain and use our proprietary information. Policing enauthorized use of our proprietary information is
difficult, and the steps we have taken might not prevent misappropriation, particularly in foreign countries where
the laws may not protect our proprietary rights as fully as do the laws of the United States.

We have obtained registrations of the trademarks “Increlex®,” “Tercica” and the Tercica logo in the United
States. ' ‘
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Competition _ . . ;.

t

The biotechnology industry is intensely competitive and characterized by rapid technological progress. In
each of our potential product areas, we face significant competition from large pharmaceutical, biotechnology
and other companies. Most of these companies have substantiatly greater capital resources, research and
development staffs, facilities and experience at conducting clinical trials and obtaining regulatory approvals. In
addition, many of thése companies have greater cxpcrlence expertlse and resources in developmg and
commercnahzmg products.

s . We cannot predict the relative compelitive positions of Increlex®, -Somatuline® Depot and any growth
hormone/IGF-1 combination products that we may develop. However, we expect that the following factors,
among others, will determine our ability to compete effectively:
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¢ acceptance of our products by physicians and patients as safe and effecuve treatments;
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« - reimbursement adoption; T
« product price; '

[ PO . - (. )

i » manufacturing cost containment;

« the effectivéness of our and collaboration [;aﬁncrs' sales and marketing effort:sT -
* storage requirements and ease of administration; |
s dosing regimen; _- ) .

« . safety and efficacy; ‘

. prevglence and séver_ity of side effects; and

* competitive products.

Many of our competitors spend significantly more on research and development-related activities, Our
competitors may discover new treatments, drugs or therapies or develop existing technologies to compete with
our products. Our commercial opportunities will be reduced or eliminated if these competing products are more
effective, have fewer or less severe side effects, are more convenient or are less expensive than our products.

Increlex®. Growth hormone products compete with Increlex® for.the treatment of severe Primary 1GFD. If
Increlex® receives regulatory approval for the. treatment of patients with Primary IGFD, growth hormone
products will also compete with Increlex® for the treatment of patients in that indication. The major suppliers of
commercially available growth hormone products in the United States are Genentech, Eli Lilly and Company,
Teva Pharmaceutical Industries Ltd., Novo, Nordisk A/S, Pfizer Inc., and Merck-Serono - International” S.A.
Investigators from a Novo Nordisk clinical trial in 2003 presented initial data that demonstrated growth hormone
was effective in a population that included children with Primary IGFD. We are also aware that several
companies are developing long-acting formulations of growth hormone. for the treatment .of short stature
including Altus Pharmaceuticajs and LG Life Sciences.

In addition, children with Primary IGFD may be diagnosed as having ISS. Eli Lilly and Company and
Genentech have received FDA approval for their respective growth hormone products for the treatment of
children with ISS in the United States. Moreover, biosimilar growth hormone products, including Omnitrope™
(somatropin) marketed by Sandoz, Accretropin™ by Cangene, and Valtropin® by LG Life Sciences have been
approved in the United States and may be approved in other countries. Accordingly, we expect that several
growth hormone products will compete directly with Increlex® for the treatment of children with Primary IGFD.

In addition, we are aware that Novartis AG has developed a process to manufacture rhIGF-1 using yeast
expression and has intellectual property with respect to that process. We use bacterial expression, which differs
from yeast expression, to manufacture Increlex®.
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We believe that Bristo!-Meyers Squibb Company; Genentech; Merck & Co., lnc.leovo Nordisk and Pfizer
have conducted research and development of orally available small molecules that cause the release of growth
hormone, known as growth hormone secretagogues. We believe that Sapphire Therapeutics Inc. has licensed
certain rights to Novo Nordisk’s growth hormone secretagogues and that Elixir Pharmaceuticals Inc. has licensed
certain rights to Bristol-Meyers Squibb Company’s growth hormone secretagogues:and that both companies are
actively developing these compounds for use in-various indications including cancer cachexia, a wasting disorder
affecting some cancer patients. We are also aware that Theratechnologies is developing tesamorelin (TH9507),
an analogue of growth hormone-releasing factor, for the treatment of HIV-asscciated lipodystrophy. Both growth
hormone secretagogues and growth hormone-releasing factors work by increasing the levels of thIGF-1 and, if
approved, could potentially compete with Increlex®. It is possible-that there are other producls currently in
development or that exist on lhe market that’ may compete dlrectly with Increlex®

Somamline@ Depot. Somamlme@’ Depot is approved in the United States and Canada for the treatment of
acromegaly where, the product competes directly with Sandostatin LAR® Depot and Somavert®. Sandostatin
LAR® Depot is a somatostatin analogue and has the 'same -mechanism of action: as Somatuline® Depot.
Sandostatin LAR® Depot is indicated for long-term maintenance therapy in patients with acromegaly and in the
treatment of sympioms related to carcinoid syndrome and’ vasoacuve intestinal peptide tumors: Somaven®, a
growth hormone antagonist, and Sandostatin LAR® Depot-are marketed by Pfizer and Novartis, respectively, in
the United States and Canada. Moreover, a5ubset of patients with acromegaly canbe treated with radiotherapy
and dopaminergic agonists. These therapies are commercially available in the United Stites and Canada and will
also compete with Somatuline® Depot for the treatment of patients with acromegaly.

We are aware that Ambrilia Biopharma, QLT Inc., Indevus Pharmaceuticals, Inc. and Camurus AB are
conducting research and development programs with long-acting versions of octreotide for the treatment of
acromegaly. Octreotide is the generic name of the active molecule in Sandostatin and Sandostatin LAR® Depot.
We are also aware that Novartis is developing pasireotide (SOM 230), DeveloGen AG is developing Somatoprin
(DG 3173), and that Ipsen is developing dopastatin for the treatment of acromegaly and other hormone secreting
tumors. If approved, these therapies would compete with Somatuline® Depot in these indications. It is possible
that there are other products currently in development or that exist on the market that may compete directly with
Somatuline® Depot.

Growth hormone/IGF-1 combination products. If our growth hormone/IGF-1 combination products are
approved for commercial sale, they would compete across all their approved indications with all then existing,
biosimilar and long acting growth hormone products, growth hormone secretagoguc products, IGF-I product
candidates, including Increlex®, and other products. ‘

Government Regulation and Product Approval

“The FDA and comparable regulatory agencies in state and-local jurisdictions and in foreign countries
impose substantial requirements upon the clinical development,- manufactire and marketing of pharmaceutical
products. These agencies and other federal, state and-local entities regulate the-testing, manufacture, quality
control, safety, effectiveness, labeling, storage, record keeping, advertising and' proinotion of our producis.
Failure to comply with regulatory requirements may result in criminal prosecution, civil penalties, recall or
seizure of products, total or partial suspension of producuon or injunction, as well as other actions that could
affect our potential products or us. Any failufe by us to comply with regulatory requirements, to obtain and

maintain regulatory approvals, or any delay i in obtaining regulatory approvals could matenally adversely affect
our business.

The process required by the FDA before drugs may be markelcd in the Umted States generally involves the
followmg

~+ pre-clinical laboratory and animal tests;

« submission of an IND application, which must become effective before human clinical trials may begin;
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- adequate and well-controlled human clinical trials to establish the safety and efficacy of the proposed
drug for its intended use; and

* FDA approval of an NDA. : i

The testing and approval process requires substantial time, effort, and financial resources, and we cannot be
certain that any additional approvals for Increlex® or Somatuline® Depot, or any approvals for our growth
hormone/IGF-1 combination product candidates, will be granted on a timely basis, if at all.

Once a pharmaceutical candidate is identified for development it enters the pre-clinical testing stage. During
pre-clinical studies, laboratory and animal studies are conducted to show biological activity of the drug candidate
in animals, both healthy and with the targeted disease. Also, pre-clinical tests evaluate the safety of drug
candidates. Pre-clinical tests must be conducted in compliance with good laboratory practice regulations. In some
cases, long-term pre-clinical studies are conducted while clinical studies are ongoing.

. Prior to commencing a clinical trial, we must submit an IND application to the FDA. The IND automatically
becomes effective 30 days after receipt by the. FDA, unless the FDA, within the 30-day time period, raises
concerns or questions. In such a case, the IND sponsor and the FDA must resolve any outstanding concerns
before the clinical trial can begin. Our submission of an IND may not result in FDA authorization to commence a
clinical trial. All clinical trials must be conducted under the supervision of a qualified. investigator in accordance
with good clinical practice regulations. These regulations include the requirement that all subjects provide
informed consent. Further, an independent institutional review board at the medical center proposing to conduct
the clinical trial must review and approve the plan for any clinical trial beforé it commences. Reports detailing
the results of the clinical trials must be submitted at least,annually to the FDA, and more frequently, if adverse
events occur. : . : -

‘

Human clinical trials are typically conducted in three scquéntial phases that may overlap:

. » Phase I: The drug is initially introduced into healthy human subjects or patients and tested for safety,
dosage tolerance, absorption, metabolism, distribution’ and excretion.

+ Phase IL: Involves studies in a limited patient populafion to identify possible adverse effects and safety
risks, to determine the efficacy of the product for specific targeted diseases and to determine dosage
tolerance and optimal dosage.

 Phase III: Clinical trials are undertaken to further confirm dosage, clinical efficacy and safety in an
expanded patient population at geographically dispersed clinical study sites. These studies are intended to
establish the overall risk-benefit ratio of the product and provide, if appropriate, an adequate basis for
product labeling.

« In the case of some products for severe or life-threatening diseases, especially when the product may be
too inherently toxic to ethically. administer to healthy volunteers, the initial human testing is often
conducted in patients. Because these patients already have the target disease, these studies may provide
initial evidence of efficacy traditionally obtained in Phase II trials, and thus these trials are frequently
referred to as Phase V11 tnals.

The FDA or an institutional review board or the sponsor may suspend a clinical trial at any time on various
grounds, including a finding that the subjects or patients are being exposed to an unacceptable health risk.

Concurrent with clinica! trials and pre-clinical studies, companies also must develop information about the
chemistry and physical characteristics of the drug and finalize a process for manufacturing the product in
accordance with ¢cGMP requirements. The manvfacturing process. must be capable of consistently producing
quality batches of the product and the manufacturer must develop methods for testing the quality, purity, and
potency of the final drugs. Additionally, appropriate packaging must be selected and tested and chemistry
stability studies must be conducted to demonstrate that the product does not undergo unacceptable deterioration
over its shelf-life.
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The results of product development, pre-clinical studies and clinical studies, along with descriptions of the
manufacturing process, analytical tests conducted on the chemistry of the drug, and results of chemical studies
are submitted to the FDA as part of an NDA requesting approval to market the product. The FDA reviews all
NDAs submitted before it accepts them for filing. It may request additional information rather than accept an
NDA for filing. In this event, the NDA must be resubmitted with the additional information. The resubmitted
application also is subject to review ;before the FDA accepts it for filing. Once the submission is accepted for
filing, the FDA begins an in-depth review of the NDA. The submission of an NDA is subject to user fees, but a
waiver of such fees may be obtained. The FDA may deny an NDA if the applicable regulatory criteria are not
satisfied or may require additional clinical or other data. Even if such data is submitted, the FDA may ultimately
decide that the NDA does not satisfy the criteria for approval. Once issued, the FDA may withdraw product
approval if compliance with regulatory standards is not maintained or if problems occur after the product reaches
the market. In addition, the FDA may require testing and surveillance programs to monitor the effect of approved
products,, which have been commercialized, and the FDA has the powar to prevent or limit further marketing of a
product based on the results of these post-marketing programs.

The FDA has established priority and standard fevicw classifications for original NDAs and efficacy
supplements. Priority review applies to the time frame for FDA review of completed marketing applications and
is separate from and independent of orphan drug status and the FDA’s, fast track and accelerated approval
mechanisms. The classification system which does not preclude the FDA from domg work on other projects,
provides a way of prioritizing ND'As upon receipt and throughout lhe FDA application review process.

The class;ﬁcauon system sets the target date for the compleuon of FDA | rewew and for takmg action to
approve or not approve an NDA after its acceptance for filing. If the prlonly review designation criteria are not
met, standard review procedures apply. Under the Prescription Drug User Fee Amendments of 2002, the FDA's
performance goals for fiscal years 2003-2007 involved reviewing 90% of priority applications within six months
of filing and 90% of standard applications within ten months of submission of the NDA. ‘

Priority designation applies to new drugs that have the potential for providing significant improvement
compared to marketed products in the treatment, diagnosis or prevention of a disease. Hence, even if an NDA is
initially classified as a priority application, this status can change during the FDA review process, such as in the
situation where another product is approved for the same disease for which prewously there was no available
therapy. '

.

We cannot guarantee that the FDA will grant a request for priority.review designation or will permit
expedited development, accelerated approval, or treatment use of any product. We also cannot guarantee that if
such statutory or regulatory provistons apply to our products, that they will necessarily affect the time period for
FDA review or the requirements for approval. Additicnally, the FDA’s approval of drugs can include restrictions
on the product’s use or distribution, such as permitting use only for specified medical procedures, limiting
distribution to physicians or facilities with special training or’ expcnence or requiring pre-submission of
advemsmg and promotional materials.

Sausfacuon of FDA requirements or snm:lar requirements of state, local. and foreign regulatory agencies
typically takes several years and the actual time required may vary substantially, based upon the type, complexity
and novelty of the product or disease. Government regulation may delay or prevent marketing of potential
products or new diseases for a considerable period of time and impose costly procedures upon our activities.
Success in early stage clinical trials does not assure success in later stage clinical trials. Data obtained from
clinical activities are not always conclusive and may be susceptible to varying interpretations, which could delay,
limit or prevent regulatory approval. Even if a product receives regulatory approval, the approval may be
significantly limited to specific diseases and dosages. Further, even after regulatory approval is obtained, later
discovery of previcusly unknown problems with a product may result in restrictions on the product or even
complete withdrawal of the product from the market. Delays in obtaining, or failures- to obtain additional
regulatory approvals for Increlex® could harm our business. In addition, we cannot predict what adverse
governmental regulations may arise from future U.S. or foreign governmental action.
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Any drug products manufactured or distributed by us pursuant to FDA approvals are subject to continuing
regulation by the FDA, including record-keeping requirements, reporting of adverse experiences with the drug,
drug sampling and distribution requirements, notifying the FDA and gaining its approval of certain
manufacturing or labeling changes, complying with certain electronic records and signature requirements, and
complying with FDA promotion and advertising requirements. Drug manufacturers and their subcontractors are
required to register their establishments with the FDA and certain state agencies, and are subject to periodic
unannounced inspections by the FDA and certain state agencies for compliance with ¢cGMP, which impose
certain procedural and documentation requirements upon us and-our third party manufacturers. We cannot be
certain that we or our present or future suppliers will be able to comply with the pharmaceutical cGMP
regulations and other FDA regulatory requirements.

The FDA's policies may change and additional government regulations may be enacted which could prevent
or delay regulatory approval of Increlex® for other indications, including Primary IGFD, and Somatuline® Depot
for other indications, including neurcendocrine tumors. We cannot predict the likelihood, nature or extent of
adverse governmental rcgulatlon Wthh might arise from future legislative or administrative acuon either in the
Umtcd States or abroad.

Under the Orphan Drug Act, the FDA may grant orphan drug designation to drugs intended to treat rare
diseases or conditions, which are generally diséases or conditions that affect fewer than 200,000 individuals in
the U.S. Orphan drug designation must be requested before submitting an NDA. After the FDA grants orphan
drug designation, the identity of the therapeutic agent and its potential orphan use are disclosed publicly by the
FDA. Orphan drug designation does not convey any advantage in or shorten the duration of the regulatory review
and approval process. If a prodict that has orphan drug designation subsequently receives FDA approval for the
disease or condition for which it has such designation, the product is entitled to orphan excluswny, which means

. that the FDA may not approve any. other applications to market the same drug for the same indication, except in
limited circumstances, for seven years. The FDA may, however, approve applications to market the same drug
for different indications, and applications to market different drugs for the same indication as the drug that has
orphan exclusivity.

The FDA granted Increlex® seven years of orphan exclusivity for the long-term treatment of growth failure
in children with severe Primary IGFD or with growth hormone gene deletion who have developed neutralizing
antibodies to growth hormone. In addition, we intend to file for orphan drug designation for other rhIGF-1
diseases that meet the criteria for orphan exclusivity.

Under the Drug Price Competition and Patent Term Restoration Act of 1984, also known as the Haich-
Waxman Act, Congress created an abbreviated FDA review process for generic versions of pioneer (brand name)
drug products like Increlex®. The law also provides incentives by awarding, in certain circumstances, non-patent
marketing exclusivities to pioneer drug manufacturers. For example, the Hatch-Waxman Act provides five years
of “new chemical entity” exclusivity to the first applicant to gain approval of an NDA for a product that does not
contain an active ingredient found in any other approved product. The FDA granted Increlex® new chemical
entity exclusivity, which expires on August 30, 2010

During this period, the FDA is prohibited from accepting any abbreviated NDA, or an ANDA, for a generic
version of Increlex®. An ANDA is a type of application in which approval is based on a showing of “sameness”
to an already approved drug product. An ANDA does not contain full reperts of safety and effectiveness, as do
NDAs, but rather demonstrates that the proposed product is “the same as” a reference product in terms of
conditions of use, active ingredient, route ‘'of administration, dosage form, strength, and labeling. ANDA
applicants are also required to demonstrate the “bicequivalence” of their products to reference products.
Bioequivalence generally means that there is no significant difference in the rate and extent to which the active
ingredient in the products becomes available at the site of drug action. ANDAs also must contain data relating to
formulation, raw materials, stability, manufacturing, packaging, labeling, and quality control, among other
information. :
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During this exclusivity period, the FDA is also prohibited from accepting any NDA for a modified version
of Increlex® where the applicant does not own or have a legal right of reference to all of the data required for
approval, otherwise known as a 505(b)(2) application. The FD'A has determined that 505(b)(2) applications may
be submitted for. products that represent changes to approved products like Increlex®. Such changes may be to
the approved product’s conditions of use, active ingredient, route of administration, dosage form, strength,
labeling, or bioavailability. A 505(b)(2) applicant also may reference more than one approved product. It is the
FDA’s position that such an applicant must- only submit the pre-clinical and clinical data necessary to
demonstrate the safety and effectiveness of the changes made to the approved product.

This new chemical entity exclusivity protects the entire new chemical entity franchise, including all
products containing Increlex®’s active ingredient for any use and in any strength or dosage form. This exclusivity
will not, however, prevent the submission or approval of a full NDA, as opposed to an ANDA or 505(b){(2)
application, for any drug, incleding a drug with the same conditions of use, active ingredient, route of
administration, dosage form, and strength as Increlexgi. In addition, an ANDA or a 505(b)(2) application may be
submitted after four ycars, rather than five years, if that ANDA or 505(b)(2) application contains a certification
(known as a “Paragraph IV certification™) that one of the patents listed with the Increlex® NDA is invalid or will
not be infringed by the manufacture, use, or sale of the product described in that ANDA or 503(b)(2) application,

The Hatch-Waxman Act also provides three -years of new use exclusivity for the approval of NDAs,
505(b)(2) -applications, and NDA supplements, where those applications. contain the results of new clinical
investigations (other than bioavailability studies) essential to the FDA’s approval of the applications. Such
applications may be submitted for new indications, new dosage forms, new strengths, or new conditions of use of
already approved products like Increlex®. So long as the new clinical .investigations are essential to the FDA’s
approval of the change, this new use exclusivity prohibits the approval of ANDAs or 505(b)(2) applications for
products with the specific changes associated with those clinical investigations. Should Increlex® receive this
exclusivity, however, it will not prevent the submission or approval of a full NDA for any drug, including a drug
with the same changes as are protected by the exclusivity. It also would not prohibit the FDA from accepting or
approving ANDAs or 505(b)(2) applications for other products containing the same active ingredient. It would
only protect against the approval of ANDAs and 505(b)(2) applications for products with the specific changes to
Increlex® that were approved based on the new clinical investigations.

The Hatch-Waxman Act also requires an ANDA or 505(b)(2) applicant that has submitted an ANDA or a
505(b)}(2) application with a Paragraph IV certification to notify the owner of the patent that is the subject of the
Paragraph 1V certification and the holder of the approved NDA'of the factual and legal basis for the applicant’s
opinion that that patent is invalid or will not be infringed by the manufacture, use, or sale of the product
described in that ANDA or 505(b)(2) application. The NDA holder or patent owner may then sue such an ANDA
or 505(b)(2) applicant for infringement. If the NDA holder or patent owner files suit within 45 days of receiving
notice of the Paragraph IV certification, a one-time 30-month stay of the FDA’s ability to approve the ANDA or
505(b}(2) application is triggered. However, the FDA may approve the ANDA or 505(b)(2) application before
the expiration of the 30-month stay if a court finds the patent invalid or not infringed, or if the court shortens the
30-month period because a party failed to cooperate in expediting the litigation. In addition, if the NDA holder or
patent owner chooses not to sue such an ANDA or 505(b)2) applicant after receiving notification of the
Paragraph 1V certification, or sues outside of the 45-day window, the FDA may approve the ANDA or 505(b)(2)
application whenever all of the other requirements for approval are met.

The FDA Modernization Act of 1997 included a pediatric exclusivity provision that was extended by the
Best Pharmaceuticals for Children Act of 2002, Pediatric exclusivity is designed to provide an incentive to
manufacturers to conduct research about the safety and effectiveness of their products in children. Pediatric

:ﬁt@ exclusivity, if granted, provides an additional six months of market exclusivity in the United States for new or
B ?f currently marketed drugs. Under Section 505a of the Federal Food, Drug, and Cosmetic Act, the extra six months
::?éég of market exclusivity may be granted in exchange for the voluntary completion of pediatric studies in accordance
H with an FDA-1ssued “Written Request.” The FDA may issue a Written Request for studies on unapproved or
ot
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approved indications, where it determines that information relating to the usc of a drug in a pediatric population,
or part of a pediatric population, may produce health benefits in that population. We have not requested or
received a Written Request for such pediatric studies, although we may ask the FDA to issue a Written Request
for such studies in the future. To receive the six-month: pediatric exclusivity, we would-have to receive a Written
Request from the FDA, conduct the requested studies, and submit reports of the studies in accordance with a
written agreement or commonly accepted scientific principles. There is no guarantec that the FDA will issue a
Written Request for such studies or accept the reports of the studies. We believe that Increlex® may become
eligible for pediatric exclusivity, although there can be no assurances that FDA will grant such exclusivity. The
current pediatric exclusivity provision is scheduled to expire in 2012, and.there Eg,pg.po asgurances that it will
be reauthorized. . ‘ . . T,

Reimbursement

‘Sales of biopharmaceutical products ‘depend in significant part on the availability of third-party
reimbursement. Third-party payors provide reimbursement for Increlex® and for Somatuliné® Depot. It is time
consuming and expensive for 0s to seek reimbursement from third-party payors. Reimbiirsement may not be
available or sufficient to al[o_w us to sell our products on a competitive and profitable basis.

Third party payors increasingly seek to decrease their expenditures for pharmaceuticals. Under the Medicare
program, federal legislation changed the payment methodology for most drugs and biologicals starting in 2005
based on an average sales price, or ASP, methodology. While this change applies to drugs and biologicals
provided to Medicare beneficianies; private payors often utilize Medicare payment rates’ when determining what
they will pay. Individual state Medicaid programs also have utilized different mechanisms to decrease payments
for drugs and biologicals, sometimes through legislation. Private insurers likewise employ various payment
mechanisms to reimburse for drugs and biologicals and, in doing so, often attempt to reduce their payments for
drugs and biologicals. ' ' : . o

Effective January I, 2006, an expanded prescription drug benefit for all Medicare beneficiaries known as
Medicare Part D commenced to provide Medicare beneficiaries with drug coverage for self-administered drugs
and biologicals and other drugs and biologicals not covered: by ‘Medicare, including many vaccines. This is a
voluntary benefit that is being implemented through private plans under contractual arrangements with the
federal government. Like pharmaceutical coverage through private health insurance, Medicare Part D plans
establish formularies and use other utilization management tools when determining the drugs and biologicals that
are offered by each plan. These formularies can change on an annual basis, subject to federal. governmental
review. These plans may also require beneficiaries to provide out-of-pocket payments for such products.

In addition, in some forcign countries, the proposed pricing for a drug must be gppfoved before it may be
lawfully marketed. The requirements governing drug pricing vary widely from country to country. For example,
the European Union provides options for its member states to restrict the range of medicinal products for which
their national health insurance syslems’providc reimbursement and 10 control the prices of medicinal products for
human use. A member state may approve a specific price for the medicinal product or it may instead adopt a
system of direct or indirect controls on the profitability of the medicinal product.

We expect that’:'lhcre will continue to be a number of federal and state proposals to implement governmental
pricing controls. While we cannot predict whether such legislative or regulatory proposals will be adopted, the
adoption of such proposals could have a material adverse effect on our business, financial condition and
profitability.

Employees o s >9, '

As of December 31, 2007, we had 126 fuIL;tiliie employees. Of the full-time employees, 44 were engaged in
research and product development and 82 were engaged in selling, general and administrative positions. ‘We
believe that our employee base will need to grow in order to execute our development and commercialization
plans for our products and product candidates. We believe our relations with our employees are good.
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Executive Officers of the Registrant

Our executive officers, their ages and their positions as of February 28, 2008, are as follows:

Name E Position(s)

John A, Scarlett, MD. ........... 56  Chief Executive Officer and Director

Ross G. Clark, Ph.D. ............ ~ 57 Chief Technical Officer and Director

AjayBansal ... ................. 46  Chief Financial Officer and Executive Vice President of Finance

Richard A. King ................ 43  President and Chief Operating Officer

Stephen N. Rosenfield ........... 58 Executive Vice President of Legal Affairs, General Counsel and
Secretary :

Andrew J. Grethlein, PhD. ... ... .. 43 Senior Vice President, Pharmaceutical Operatmns

Thorsten von Stein, M.D., Ph.D. ... 46 Chief Medical Officer and Senior Vice President of Clinical and
Regulatory Affairs

SusanWong ........ ... 45  Vice President, Finance and Chlef Accounting Officer-

.

John A. Scarlett, M.D., has served as our Chief Executive Officer and as a member of our board of directors
since February 2002. He also served as our President from February 2002 until February 2008. From March 1993
to May 2001, Dr. Scarlett served as President and Chief Executive Officer of Sensus Dfug Development
Corporation, a development stage pharmaceutical company. In 1995, he co-founded Covance Biotechnology
Services, Inc., a biotechnology contract manufacturing company, and served as a member .of its board of
directors from inception to 2000. From 1991 to 1993, Dr. Scarlett headed the Nonh Americap Clinical
Development Center and served as Senior Vice President of Medical and Sctentific Affalrs at Novo Nordisk
Pharmaceuticals, Inc., a wholly owned subsidiary of Novo Nordisk A/S, a pharmaceuucal company From 1985
to 1990, Dr. Scarlett served as Vice President, Clinical Affairs and headed the clinical development group at
Greenwich Pharmaceuticals, Inc., a pharmaceutical company. From 1982 to 1985, Dr. Scarlett served as
Associate Director and, subsequently, as Director, of Medical Research and Services at Ortho-McNeil
Pharmaceuticals, a wholly owned subsidiary of Johnson & Johnson. Dr. Scarlett received his B.A. degree in
chemistry from Earlham College and his M.D. from the University of Chicago, Pritzker School of Medicine.

Ross G. Clark, Ph.D., has served as our Chief Technical Officer since May 2002 and as a member of our
board of directors since December 2001. From December 2001 to August 2003, Dr. Clark served as Chairman of
our board of directors. From December 2001 to February 2002, Dr. Clark served as our Chief Executive Officer
and President, Dr. Clark founded Tercica Limited, our predecessor company in New Zealand, in September
2000. Since September 1997, Dr. Clark has served as Professor of Endocrinology at the University of Auckland.
From October 1997 to January 2000, Dr. Clark served as Chief Scientist for NeuronZ Limited, a New Zealand
biotechnology company. In July 1999, Dr. Clark served as a board member of ViaLactia Biosciences (NZ) Ltd, a
biotechnology subsidiary of the New Zealand Dairy Board. From 1990 to 1997, Dr. Clark served as a senior
scientist for Geneniech, Inc., a biotechnology company. Dr. Clark received his B.Sc., Dip.Sci. and Ph.D. degrees
in veterinary physiology from Massey University, New Zealand,

Ajay Bansal has served as our Chief Financial Officer and Executive Vice President of Finance since
December 2007. He also served as our Chief Financial Officer and Senior Vice President of Finance from March
2006 until December 2007. From February 2003 to January 2006, Mr. Bansal served as Vice Present of Finance
and Administration and Chief Financial Officer of Nektar Therapeutics. From July 2002 until February 2003,
Mr. Bansal served as Director of Operations Analysis at Capital One Financial. From August 1998 to June 2002,
Mr. Bansal was at Mehta Partners LLC, a financial advisory firm where he was named partner in January 2000.
Prior to joining Mehta Partners, Mr. Bansal spent more than 10 years in management roles at Novartis and in
consulting at Arthur D. Little, Inc., McKinsey & Company, Inc. and ZS Associates. Mr. Bansal holds a Bachelor
of Technology degree from the Indian Institute of Technology (Delhi), an M.S. in Operations Management from
Northwestern University and an M.B.A. from Northwestern University.
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Richard A. King, has served as our President and Chief Operating Officer since February 2008, and served
as our Chief Operating Officer from February 2007 to February 2008. Prior to joining us in February 2007, Mr.
King was a private investor. From January 2002 to September 2006, Mr. King served as Executive Vice
President, Commercial Operations of Kos Pharmaceuticals, Inc., where he was responsible for sales, marketing,
managed care, sales operations and customer service functions. From January 2000 to January 2002, Mr. King
served as Sentor Vice President of Commercial Operations at So'lvay Pharmaceuticals. From January 1992 to
January 2000, Mr. King held various marketing positions at’ SmiihKline Beecham Pharmaceuticals. Mr. King
began his career in the pharmaceutical industry at Lederle Laboratones Ltd. Mr. King received his B.S. degree
in chemical engmeenng from the University of Surrey and his M.B.A. from Manchester Busmess School

Slephen N. Rosenf eld has served as our Executive Vice President of Legal Affmrs General Counsel and
Secretary since March 2006. From July 2004 through February 2006, Mr. Rosenfield acted as our Senior Vice
President of Legal Affairs, General Counsel -and Secretary. From February 2003 to May 2004, Mr. Rosenfield
served as Executive Vice President of Legal Affairs, General Counsel and Seccretary of InterMune, Inc., a
biopharmaceutical company. From February 2000 to Febniary 2003, Mr. Rosenfield served as .Senior Vice
President of Legal Affairs, General Counsel and Secretary of InterMune, Inc. From February 1996 to March
2000, Mr. Rosenfield was as an altomey at Cooley Godward LLP and served as outside counsel for
biotechnology and technology cllents Mr. Rosenfield received his B.S. degrcc from Hofstra Umvcrsny and his
J.D. degree from Northeastern Umversuy School of Law. y L = :

Andrew Grethléin, Ph.D., has served as our Senior Vice President, Pharmaceutical Operauons since August
2005 and served as our Vice President, Manufacturing from Apnl 2003 to August 2005. From December 2000 to
April 2003, Dr. Grethlein served as Senior Director, South San Francisco Operations for Elan Corporallon ple, a
pharmaceutical company. From November 1998 to Decembcr 2000, he served as Director, Biopharmaceutical
Operations for Elan Corporation, plc. From 1997 to November 1998, Dr. Grethlein served as Agsociate Director,
Neurotoxin Production for Elan Corporation, ple. From 1995 t0o"'1997, Dr. Grethlem ‘served as Manager
Biologics Development and Manufacturing for Athena Neurosciences, Inc., a biotechnology company. From
1991 to 1995, Dr. Grethlein served in various engineering positions for Michigan Biotechnology Institute, a
non-profit technology research and business development corporation, and its wholly- -owned subsidiary, Grand
River Technologies, Inc. Dr. Grethlein received his B. S. degree in biology from Bates College and his Ph.D. in
chemical engineering from Michigan State University.

Thorsten von Stein, M.D., Ph.D., has served as our Chief Medical Officer and Senior Vice President of
Clinical and Regulatory Affairs since January 2005. From August 2003 to January 2005, Dr. von Stein served,as
Chief Medical Officer at NeurogesX, Inc., a pharmaceutical company. From December 2001 to July 2003,
Dr. von Stein served as Vice President, Clinical Development at Neurogesx. From 1994 to 2001, Dr. von Stein
held positions of increasing responsibility .in medical research, ‘global clinical development and project
management.for Roche Palo Alto and F. Hoffman-La Roche AG in Basel, Switzerland. Dr. von Stein served as
Director of Medical Research at Roche Palo Alto from 1998 to December 2001. Dr. von Stein received his M.D.
degree from Munich-University, Germany, and his Ph.D. degree in computer science from the University of
Hamburg, Germany.

Susan Wong has served as our Vice President of Finance and Chief Accounting Officer since March 2006
and Acting Chief Financial Officer from June 20035 to March 2006; and Vice President, Finance and Controller
from January 2004 to March 2006. From November 2001 to December 2003, Ms. Wong was an independent
financial services consultant. From August 2000 to October 2001, she served as Senior Vice President and
Corporate Controtler at Innoventry Corp., a privately-held provider of fee-based financial services. From
September 1993 to July 2000, Ms. Wong served as Vice Président and Corporate Controller at Ocular Sciences,
Inc,, a publicly-held manufacturer and distributor of soft contact lenses. From September 1989 to 1993,
Ms. Wong served as Director of Corporate Accounting and Financial Reporting, Planning & Analysis at Vanstar,
Inc., a computer reseller. Ms. Wong held various positions in the audit group at Coopers & Lybrand from August
1985 to August 1989, Ms. Wong is a Certified Public Accountant, and received her B.S. degree in finance and
accounting from University of California, Berkeley.
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Corporate Information

Tercica, Inc. was formed in December 2001 as a Delaware corporation. In’early 2002, Tercica, Inc. acquired
all the intellectual property' rights and assumed specified liabilities of Tercica Limited, which was formed in
October 2000 as a New Zealand company. Tercica Limiited was subsequently liquidated.

. . LI .

Available lnfbrmation )

H

We file electronically with the U.S. Securities and Exchange Commission, or SEC, our annual reports on
Form 10-K, quarterly reports on Form 10-Q, current reports on Form 8-K, and amendments to.those reports filed
or furnished pursuant to Section 13(a) or 15(d) of the Securities Exchange Act of 1934. We make available on
our website at hup://www.tercica.com, free of charge, copies, of these reports as soon as reasonably. practicable
dfter filing these reports with, or furnishing them to, the SEC. -
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Item 1A. Risk Factors,

We have identified the following additional risks and uncertainties that may have a material adverse effect
on our business, financial condition or results of operations. Investors should carefully consider the risks
described below before making an investment decision. The risks described below are not the only ones we face.
Additional risks not presently known to us or that we currently believe are immaterial may also significanily
impair our business operations. Qur business could be harmed by any of these risks. The trading price of our
common stock could decline due 1o any of these risks, and investors may lose all or part of their investment.

Risks Related to OQar Business

We have a limited operating history and may not be able to successfully market and sell products,
generate significant revenues or attain profitability. ’

We have a limited operating history. Through December 31, 2007, we had an accumulated deficit of $289.2
- million. We incurred a net loss of $40.5 million during the year ended December 31, 2007. We may not be able
to generate significant revenues from operations and may not be able to attain profitability. Although we had net
revenues of $31.0 million during the year ended December 31, 2007, of which $20.3 million resulted from a
milestone payment we received from Ipsen, we expect to incur substantial net losses, in the aggregate and on a
per share basis, for the foreseeable future as we attempt to develop, market and sell Increlex® for severe Primary
IGFD and Primary IGFD and Somatuline® Depot for acromegaly, and as we attempt 1o develop growth hormone/
IGF-1 combination product candidates under our Combination Product Agreement with Genentech. We are
unable to predict the extent of these future net losses, or when we may attain profitability, if at all. These net
tosses, among other things, have had and will continue to have an adverse effect on our stockholders’ equity and
net current assets.

We anticipate that for the foreseeable future our ability to generate revenues and achieve profitability will be
dependent on the successful commercialization by us and Ipsen of Increlex® for the treatment of severe Primary
IGFD and Primary IGFD, as well as on the successful commercialization by us of Somatuline® Depot for
acromegaly in the United States and Canada. There is no assurance that we will be able to obtain or maintain
governmental regulatory approvals to market our products in the United States or rest of the world for these or
any other indications. If we are unable to generate significant revenue from Increlex® or Somatuline® Depot, or
attain profitability, we will not be able to sustain our operations.

If there are fewer children with severe Primary IGFD or Primary IGFD than we estimate, our ability to
generate revenues sufficient to fund our development and commercialization efforts may be curtailed.

We estimate that the number of children in the United States with short stature is approximately 1,000,000,
of which approximately 380,000 are referred to pediatric endocrinologists for evaluation. We believe that
approximately 30,000 of these children have Primary IGFD, of which approximately 6,000 have severe Primary
IGFD. Our estimate of the size of the patient population is based on published studies as well as internal data,
including our interpretation of a study conducted as part of Genentech’s National Cooperative Growth Study
program. This study reported results of the evatuation of the hormonal basis of short stature in approximately
6,450 children referred to pediatric endocrinologists over a four-year period. We believe that the aggregate
numbers of children in Western Europe with Primary IGFD and severe Primary IGFD are substantially
equivalent to the numbers in the United States. If the results of Genentech's study or our interpretation and
extrapolation of data from the study do not accurately reflect the number of children with Primary IGFD or
severe Primary IGFD, our assessment of the market may be incorrect, making it difficull or impossible for us to
meet our revenue goals or to receive royalties from our collaboration with Ipsen to the extent that we currently
anticipate. '
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Our products may fuail to achieve market acceptance, which could harm our business.

Prior-to ‘our January 2006 commercial launch of Increlex® in the United States for the treatment of severe
Primary IGFD, thIGF-1 had never been commercialized in the- United States or Europe for any-indication. Even
though the FDA has approved Increlex® for sale in-the United States, and Somatuline® Depot has received
marketing approval in Canada and the United States, physicians may choose not to prescribe these products, and
third-party payers may choose not to pay for them. Accordingly, we may be unable to generate significant
revenue or become profitable.

Acceptance of our products will depend on a number of factors including: ' !

= acceptance of our producis by physicia’ns and patients as safe and effective treatments;

« reimbursement adoption;

¢ product price;

+ the effectiveness of our and collaboration partners’ sales and marketing efforts;

+ storage requirements and ease of administration;

. dosing regimen;

« safety and efficacy;

« prevalence and severity of side effects; and. '

« competitive products. - ‘ Co

If we do not receive additional regulatory marketing approvals for Increlex® in Primary IGFD, our
business will be harmed.

-
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We are currently developing Increlex® for the treatment of Primary IGFD. The FDA has substantial
discretion in the approval process and may decide that the data from our clinical trial is insufficient to allow
approval of Increlex® for Primary IGFD. If we do not receive regulatory marketing approval in the United States
for Primary IGFD, our business will be harmed We will also need to file applications with regulatory authorities
in foreign countries to market Increlex® for anary IGFD. There is no assurance that we will receive marketing
approvals in any foreign countries for Primary IGFD.

We may not realize the anticipated benefits from our collaboration with Ipsen.

Even though Somatuline® Depot has received marketing approval from the FDA, the approval' may not be
maintained., We may also elect not to, or we may be unable to develop or obtain FDA approval of Somatuline®
Depot for indications other than acromcgaly, such as neuroendocrine tumors. Further, Ipsen may be unable to
maintain the supply of the product. In addition, revenues from sales of Somatuline® Depot in the United States
and Canada may not meet our expectations, including as a result of competing products or unavailable or limited
reimbursement by third-party payers. Under the license and collaboration agreement with respect to Somatuline®
Depot, Ipsen may terminate the agreement in a particular country if we fail to meet certain minimum sales and
promotional requirements with respect to that country. It is also possible that Ipsen will not be successful in
marketing and selling Increlex® in the licensed territories, or may be delayed in doing.so, in which case we
would not receive royalties on the timeframe and to the extent that we currently anticipate. We also may not be
able to successfully develop additional products or improvements to, or new indications for, Somatuline® Depot
and/or Increlex® or share the costs of such developments in a manner that is commercially feasible for us. In
addition to cross-licensing agreements for Somatuline® Depot and Increlex®, we and Ipsen have granted (o each
other a right of first negotiation for products in our respective endocrine pipelines and have agreed on a
framework for joint clinical development and subsequent commercialization of endocrine products on a

[ad
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worldwide basis. However, the development of Ipsen’s endocrine pipeline may not advance:at the rate we

currently expect, or at atl, and in any event, we cannot assure you that we will be able to reach an agreement with

Ipsen on reasonable terms, or at all, for any of these endocrine pipeline products. The license and collaboration

agreements would also be terminable. by Ipsen under certain circumstances, including certain change of control

transactions. In any such or similar events, we may not realize the anticipated benefits from our collaboration

with Ipsen. vz
e ]

There can be no assurance that we will receive all or any remaining portion of the anticipated proceeds from
our collaberation with Ipsen, nor can there be an assurance that we would achieve the anticipated benefits of our
collaboration with Ipsen. Further, we would be required to pay to Ipsen the principal amounts, including accrued
interest, under all three convertible notes that we issued to Ipsen if Ipsen (or subsequent holders of the notes)
elects not to convert thesé notes into shares of our common stock. "

We may not realize the anticipated benefits from our growth hormone/IGF-1 combination product
candidates or from the related agreement with Genentech.

Our two growth hormone/IGF-1 combination product candidates may not enter clinical trials or receive U.S.
or other countries’ regulatory approval, in a timely manner, for the labels that we anticipate, or at all. We may . ~
encounter development difficulties that delay, increase the costs of, or preclude any-further progress of either or
both of our growth hormone/IGF-1 combination product candidates. In addition, the FDA and other countries’
regulatory authornities have substantial discretion in the approval process. They may decide that our pre-clinical
data, chemistry, manufacturing and controls data; and/or clinical data are insufficient to warrant timely, or any,
entry into Phase 1, Phase II or Phase ITI clinical trials, and/or that the data from our Phase III clinical trials are
insufficient to allow marketing approval of our growth hormene/IGF-1 combination product candidates for their
target labels. If we do not receive regulatory marketing approvals for the target labels, our business will be
harmed. |

Even if our combination product candidates were to receive such regulatory marketing approvals, the
approvals may not be maintained. In addition, revenues from worldwide sales of these two product candidates
may not meet our expectations, including, as a result of competing products or unavailable or limited
reimbursement by third-party payers. We also may not be able to successfully develop improvements 10, or new
indications for, our combination product candidates or receive financial consideration from sub-licensees in a
manner that is commercially feasible for us. In connection with our agreement with Genentech for our
combination product candidates, Genentech may opt into the pfoé,rams and obtain a share of the financial benefit
going forward. In any such or similar events, we may not realize the anticipated benefits from our combination
product candidates. There can be no assurance that we will receive all or any remaining portion of the anticipated
proceeds from our agreement with Genentech, nor can there be an assurance that we would achieve the
anticipated benefits from our agreement with Genentech.

Clinical development is a long, expensive and uncertain process, and delay or failure can occur at any
stage of any of our clinical trials.

To gain approval to market a product for treatment of a specific disease, we must provide the FDA and
foreign regulatory authorities with clinical data that demonstrate the safety and statistically significant efficacy of
that product for the treatment of the disease. Clinical development is a long, expensive and uncértain process, and

; delay or failure can occur at any stage of any of our clinical trials. For example, we arc seeking to develop our
SEar] growth hormone/IGF-1 combination product candidates for short stature, AGHD, and potentially other metabolic
%:é disorders, but we may determine that such trials are prohibitively expensive and ultimately may not proceed with

: such trials. A number of companies in the pharmaceutical industry, including biotechnology companies, have
suffered significant setbacks in advanced clinical trials, even after promising results in earlier trials. Success in
pre-clinical testing or in early clinical trials does not ensure that tater clinical trials will be successful. If a clinical
trial failed to demonstrate safety and statistically significant efficacy, we would likely abandon the development
of that product, which could harm our business.
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We do nrot know whether our planned clinical trials will begin on time, or at all, or will be completed on
schedule, or at all. '

The commencement or completion of any of our clinical trals may be delayed or halted for numerous
reasons, including, but not limited to, the feliowing:

+ the FDA or other regulatory authorities do not approve an investigational new drug application or a
clinical trial protocol, or they place a clinical trial on clinical hold,

+ patients do not enroll in clinical trials at the rate we expect or they withdraw at a greater rate than
expected; :

* patients experience adverse side effects;
+ patients develop medical problems that are not related to our products or product candidates;

« third-party clinical investigators do not perform our clinical trials on our anticipated schedule or
consistent with the clinical trial protocol and good clinical practices, or other third-party organizations do
not perform data collection and analysis in a timely or accurate manner;

= contract laboratories fail to follow good laboratory practices;
« suppliers, supply partners, and/or contract manufacturers fail to follow good mnufacturing practices;
« interim results of the clinical trial are inconclusive or negative;

* trial drug may not be available, may not be available in sufficient quantities, or available drug may
become unusable;

+ our trial design, although approved, is inadequate to demonstrate safety andfor efficacy;
+ re-evaluation of our corporate strategies and priorities; and

« limited financial resources.

In addition, we may choose to cancel, change or delay certain planned clinical tnials, or replace one or more
planned clinical trials with alternative clinical trials. Our clinical trials or intended clinical trials may be subject
to further change from time-to-time as we evaluate our research and development priorities and available
resources. Our development costs will increase if we need to perform more or larger clinical trials than planned.
Significant delays for our current or planned clinical trials may harm the commercial prospects for our products.

Reimbursement for our products may be slow, not available at the levels we expect, or not available at all,
resulting in our expected revenues being delayed or substantially reduced.

Market acceptance, our sales of Increlex®-and Somatuline® Depot , and our profitability will depend on
reimbursement policies and health care reform measures. The levels at which government authorities and third-
party payers, such as private health insurers and health maintenance organizations, reimburse the price patients
pay for our products, and the timing of reimbursement decisions by these payers, will affect the
commercialization of our products. If our assumptions regarding the timing of reimbursement decisions and level
of reimbursement, or regarding the age, dosage or price per patient for Increlex® are incorrect, our expected
revenues, including potential royalties from our collaboration with Ipsen, may be delayed or substantially
reduced. Since Increlex® is approved by the FDA for severe Primary IGFD and Somatuline® Depot is approved
by the FDA for the treatment of acromegaly, only prescriptions for those indications may be reimbursable. Also,
we cannot be certain that the formulary status our products ultimately receive by payers will not limit the ability
of patients to afford our products and therefore reduce the demand for, or the price of, our products. If
reimbursement is not available or is available only to limited levels, we may not be able to market and sell our
products and our revenues may be delayed or substantially reduced. Even if a patient receives reimbursement
approval, the patient may still choose not to begin, or to discontinue, treatment with either of our drugs.
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We believe that the annual wholesalé acquisition cost, at present, of Increlex® therapy for the treatment of

R severe Primary IGFD for a 24 kilogram child at a 120mcg/kg twice daily dose at 100% compliance is
5’&% approximately $36,000 per year. The actual cost per year per patient for Increlex® will depend on the price
p %S charged by wholesalers and distributors that purchase from Tercica, and will vary by the weight of the child, the
**gi treatment dosc prescribed and the level of compliance. If our assumptions regarding the revenue per patient of
Increlex® therapy for the treatment of severe Primary IGFD and Primary IGFD are incorrect, our expected

revenues and the market opportunity for Increlex® therapy for the treatment of severe Primary IGFD and Primary
IGFD may be substantially reduced.

We believe that the annual wholesale acquisition cost, at present, of Somatuline® Depot therapy for the
treatment of acromegaly is approximately $28,800 at 100% compliance of the 90 microgram dose. The actual
cost per year will depend on the price charged by wholesalers and distributors that purchase from Tercica, and
will vary by the treatment dose prescribed and the level of compliance. If our assumptions regarding the average
treatment dose per patients or revenue per patient for the treatment of acromegaly are incorrect, our expected
revenues and the market opportunity for Somatuline® Depot for the treatment of acromegaly may be
substantially reduced. ' ' '

In recent years, officials have made numerous proposals to change the health care system in the United . -
States. These proposals include measures that would limit or prohibit payments for-certain medical treatments or
subject the pricing of drugs to government control. In addition, in many foreign counmes particularly in Canada
and the countries of the European Union, the pricing of prescription drugs is subject to government control. If our
products become subject to government. legislation that limits or prohibits payment for our products, or ‘that
¢ subjects the price of our products to governmental control, we may not be able to generate, revenues, attain
T profitability or market and sell our products. Because these initiatives are subject to substantial political debate,
which we cannot predict, the trading price of biotechnology stocks, including ours, may become more volatile as
this debate proceeds.

As a result of legislative proposals and the trend towards managed health care in the United States, third-
party payers are increasingly attempting to contain health care costs by limiting both coverage and the level of
reimbursement of new drugs. They may also refuse to provide any coverage of uses of approved products for
medical indications other than those for which the FDA has granted market approvals, or require patients to pay
co-insurance for our products. As a result, significant. uncertainty exists as to whether and how much third-party
payers will reimburse patients for their use of newly approved drugs, which, in turn, could put pressure on the
pricing of drugs and/or the adoption of new products based on reimbursement policies.

We are dependent on our collaboration with Ipsen for the development and commercialization of
Increlex® outside of the United States, Canada and Japan, and for a certain period of time, certain countries
of the Middie East and North Africa and Taiwan. We may also be dependent upon additional collaborative
arrangements in  the future. These collaborative arrangements may place the development and
commercialization of our product candidates outside of our control, may require us to relinquish important
rights or may otherwise be on terms unfavorable to us.

Under the terms of our collaboration with Ipsen, we granted Ipsen the exclusive right to develop and
commercialize Increlex® in all regions of the world except the United States, Japan, and Canada, and for a
certain period of time, certain countries of the Middle East and North Africa and Taiwan, We may also enter into
additional collaborations with third parties to develop and commercialize our product candidates such as our
agreement with Genentech for our growth hormone/IGF-1 combination product candidates. Dependence on
collaborators for the development and commercialization of our product candidates subjects us to a number of
risks, including:

= we may not be able to control the amount and timing of resources that our collaborators devote to the
development or commercialization of product candidates or 1o their marketing and distribution, which
could adversely affect our ability to obtain milestone and royalty payments;
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» collaborators may delay clinical trials, provide insufficient fundiag for a clinical trial program, stop a
clinical trial or abandon a product candidate, repeat or conduct new clinical . trials or require a new
formulation of a product candidate for clinical testing;

= disputes may arise between us and our collaborators that result in the delay- or termination of the
research, development or commercialization of our product candidates or that result in costly litigation or
arbitration that diverts management’s attention and resources; I

« our collaborators may experience financial difficulties;

+ collaborators may not properly mainiain or defend our intellectual property rights or may use our
" proprietary information in such a way as to expose us to potential litigation, jeopardize or lessen the
value of our proprietary information, or weaken or destroy our intellectual property rights;

i * business combinations or significant changes in a collaborator’s business strategy may also adversely
b affect a collaborator’s willingness or ability to complete its obligations under any arrangement;

S + a collaborator could independently move forward with a competing product candidate developed either
b independently or in collaboration with others,.including our competitors; and

o » the collaborations may be terminated or allowed to expire, which would delay product development ‘and .
e commercialization efforts. =

o We face significant competition from large 'pharmaceutical, biotechnology and other comparies that
s i : : . -

T could harm our business.

e The biotechnology industiy is intensely -competitive ‘and chiaracterized by rapid technological progress. In
?E*Q"Iic each of our potential product aréas, we face significant competition from large pharmaceutical, biotechnology
e and other companies. Most of these companies: have substantially greater capital resouarces, research and
E

development staffs, facilities and experience at conducting clinical trials and obtaining regulatory approvals. In

|

3

L addition, many of these companies have greater experience, expertise and resources in developing and El
A T . \ —
‘g‘ﬁﬁ commercializing products. - : ’ ' . -
e .
Rer g
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We cannot predict the relative compeltitive positions of Increlex®, Somatuline® Depot and any growth
hormone/IGF-1 combination product candidates that we may develop. However, we expect that the factors set
forth under “Item 1A. Risk Factors—Qur products may fail to achieve market acceptance, which could harm our
business,” among others, including manufacturing cost containment, will determine our ability to compete
effectively. : ) :
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Many of our competitors spend significantly more on research and development-related activities than we
do. Our competitors may discover new treatments, drugs or therapies or develop existing technologies 1o
compete with our products. Our commercial opportunities will be reduced or eliminated if these competing
products are more effective, have fewer or less severe side effects, are more convenient or are less expensive than
our products.

1
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Growth hormone products compete with Increlex® for the treatment of severe Primary IGFD. If Increlex®
receives regulatory approval for the treatment of patients with Primary IGFD, growth hormone products will also
compete with Increlex® for the treatment of patients in that indication. The major suppliers of commercially
available growth hormone products in the United States are Genentech Inc., Eli Lilly and Company, Teva
Pharmaceutical Industries Ltd., Novo Nordisk A/S, Pfizer Inc and Merck-Serono International S.A. Investigators
from a Novo Nordisk clinical trial in 2003 presented initial data that demonstrated growth hormone was effective
in a population that included children with Primary IGFD.

. In addition, children with Primary IGFD may be diagnosed as having idiopathic short stature, or ISS. Eli
Lilly and Genentech have received FDA approval for their respective growth hormone products for the treatment
of children with ISS in the United Siates. Moreover, biosimilar growth hormone products, including
Omnitrope™ marketed by Sandoz, Accretropin™ by Cangene, and Valtropin® by LG Life Sciences have been
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approved in the United States and may be approved 'in other countries. Accordingly, we expect that several
growth hormone products will compete directly with Increlex® for the treatment of children with Primary IGFD.
We are also aware that several companies are developing long-acting formulations of growth hormone for the
treatment of short stature including Altus Pharmaceuticals and LG Life Sciences.

In addition, we are aware that Novartis AG has developed a process to manufacture rhIGF-1 using yeast
expression and has intellectual property with respect to that process. We use baclenal expression, which differs
from yeast expression, to manufacture Increlex®.

We believe that Bristol-Meyers Squibb Company; Genentech; Merck & Co., Inc.; Novo Nordisk and Pfizer
have conducted research and development of orally available small molecules that cause the release of growth
hormone, known as growth hormone secrctagogues We believe that Sapphire Therapeutics, Inc. has licensed
certain rights to Novo Nordisk's growth hormone secretagogues and that Elixir Pharmacéuticals Inc. has licensed
certain rights to Bristol-Meyers Squibb Company s growth hormone secretagogues and that both companies are
actively developing these compounds for. use in various indications including cancer cachexia, a wasting disorder
affecting some cancer patients. These products work by increasing the levels of rhIGF-1 and, if .approvéd, could
potentially compete with Increlex®.

If our growth hormone/IGF-1 combination products are approved for commercial sale, they would compete
across all their approved indications with all then existing, biosimilar and long acting growth hormone products,
growth hormone secretagogue products, IGF-1 products, including Increlex®, and other products,

In the United States and Canada, Somatuline® Depot competes directly with:-Sandostatin LAR® Depot and
Somavent® for the treatment of acromegaly. Sandostatin LAR® Depot is a somatostatin analogue and has the
same mechanism of action, as Somatuline® Depot. Sandostatin LAR® Depot is indicated for long-term
maintenance therapy in patients with acromegaly and in the treatment of symptoms related to carcinoid syndrome
and vasoactive intestinal peptide tumors. Somavert®, a growth hormone antagonist, and Sandostatin LAR® Depot
are marketed by Pfizer and Novartis, respectively, in the United States and Canada. Moreover, a subset of
patients with acromegaly can be treated with radiotherapy and dopaminergic agonists. These therapies are
commercially available in the United States and Canada and also compete with Somatuline® Depot for the
treatment of patients with acromegaly.

We are aware that Ambrilia Biopharma Inc., QLT Inc., Indevus Pharmaceuticals Inc. and Camurus AB are
conducting research and development programs with long-acting versions of octreotide for the treatment of
acromegaly. Octreotide is the generic name of the active molecule in Sandostatin and Sandostatin LAR® Depot.
We are also aware that Novartis is developing pasircotide (SOM 230), DeveloGen AG is developing Somatoprin
(DG 3173), and that Ipsen is developing dopastatin for the treatment of acromegaly and other hormone secreting
tumors: If approved, these therapies would compete with Somatuline® Depot in these indications. It is possible
that there are other products currently in development or that exist on the market that may compete directly with
Increlex® or Somatuline® Depot.

We rely solely on single-source third parties in the manufacture, testing, storage and distribution of
Increlex®.

We source all of our Increlex® fill-finish manufacturing and testing and final product storage and
distribution operations, as well as all of our bulk manufacturing, testing, and shipping operations, through single-
source third-party suppliers and contractors. Single-source suppliers are the only approved suppliers currently
available to us, and could only be replaced by qualification of new sites for the same operations.

If our contract facilities, contractors or suppliers become unavailable to us for any reason, including as a
reslt of the failure to comply with cGMP regulations, manufacturing problems or other operational failures,
such as equipment failures or unplanned facility shutdowns required to comply with ¢cGMPF, damage from any
event, inctuding fire, flood, earthquake or terrorism, business restructuring or insolvency, or if they fail to
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perform under our-agreements with them, such as failing to deliver commercial quantitics of bulk drug substance
or finished product on a timely basis and at commercially reasonable prices, we may be delayed in manufacturing
Increlex® or may be unable to maintain validation of Increlex® . This could delay or prevent the supply of
commercial and clinical product, or delay or otherwise adversely affect revenues. If the damage to any of these
facilities is extensive, or, for any reason, they do not operate in compliance with c¢GMP or are unable or refuse to
perform under our licenses andfor agreements, we will need to find alternative facilities. Further, we are
responsible for the manufacture and supply of Increlex® to Ipsen (through our contract manufacturer) for Ipsen’s
clinical development and commerciat needs. In the event we fail to meet Ipsen’s supply obligations, Ipsen would
have the right to exercise its option to manufacture Increlex® on its own or to engage a third-party manufacturer
to do s0. The number of contract manufacturers with the expertise and facilities to manufacture rhiGF-1 bulk
drug substance on a commercial scale in accordance with cGMP regulations is extremely limited, and it would
take a significant amount of time and expense to arrange for alternative manufacturers. If we need to change to
other commercial manufacturers, these manufacturers’ facilities and processes, prior 10 our use, would likely
have 10 undergo pre-approval and/or ¢cGMP compliance inspections, In addition, we would need to transfer and
validate the processes and analytical methods necessary for the production and testing of rhIGF-1.to these new
manufacturers. . ]

Our inability to timely transfer to an alternate single-source manufacturer to fill-finish, Increlex® could
adversely affect our commercial supply and ability to grow revenues. . .

We currently source all of our Increlex® fill-finish manufacturing and portions of release. testing through a
single-source third-party supplier. This supplier is the only FDA-approved manufacturer currently available to
us, and could only be replaced by qualification of a new site for the same operations. We have negotiated a short-
term commercial agreement with this fill-finish manufacturer and during the term of this agreement, we are
attempting to move our process to Hospira Worldwide, Inc., or Hospira. It will take a significant amount of time
and expense to complete the transfer to Hospira and validate Hospira as an alternative manufacturer. For us to
complete the transfer to Hospira, Hospira's facilities and processes, prior to our use, may need to undergo
pre-approval and/or cGMP compliance inspections. In addition, we need to transfer and validate the processes
and certain analytical methods necessary for the production and testing of Increlex® by Hospira. If we are not
able to complete the transfer of fill-finish manufactuning to Hospira, our ability to obtain commercial supplies of
Increlex® and our revenue growth could be adversely affected. A delay in this transfer may also result in a
shortage of Increlex® and a loss of revenues.

Our inability to timely transfer or to complete the transfer at all to an alternate single-source
manufacturer for bulk Increlex® could significantly adversely affect our commercial supply and ability to
grow revenues. ‘

We currently source all of our Increlex® bulk manufacturing and portions of release testing through a single-
source third-party supplier, Lonza Baltimore, Inc. This supplier is the only FDA-approved  manufacturer
currently available to us, and could only be replaced by QUaliﬁcation of a néw manufacturing site for the same
operations. We have negotiated a short-term commercial agreement with Lonza Baltimore, and during the term
of this agreement, we are attempting to move our bulk manufgcturing process from Lonza Baltimore to Lonza
Hopkinton. [t will take a significant amount of time and expense .to complete the transfer to and validate the
Lonza Hopkinton manufacturing facility. For us to change lo"‘this new bulk manufacturing site, Lonza
Hopkinton’s facilities and processes, prior to our use, will need to undergo pre-approval and/or ¢cGMP
compliance inspections. In addition, we need to transfer and validate the processes and certain analytical methods
necessary for the production and testing of bulk Increlex® by Lonza Hopkinton. A delay in this transfer could
result in a shortage of buik Increlex® and a significant loss of revenues. If we are not able to complete this
transfer, our ability to supply Increlex® will be impaired and our business will suffer irreparable harm.
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If our contract manufacturers’ andfor Ipsen’s facilities and operations do not maintain satisfactory
¢GMP compliance, we may be unable to market and sell Increlex® and/or Somatuline® Depot.

The facilities and operations of our contract manufacturers to manufacture and test Increlex®, and of Ipsen
to manufacture and test Somatuline® Depot, must undergo continuing inspections by the FDA for compliance
with ¢cGMP regilations in order 1o maintain their respective approvals. Currently, Lonza Baltimore is our sole
provider of bulk rhIGF-1, and Ipsen is our sole provider of Somatuline® Depot. Other than with respect to our
agreement with Lonza Hopkinton, we have no alternative manufacturing facilities or plans for additional
facilities at this time. We do not know if the Lonza Baltimore or Ipsen’s facilities or their operations required for
the commercial manufacture of Increlex® and Somatuline® Depot will continue to receive satisfactory cGMP
inspections, and we do not know whether Lonza Hopkinton will receive a satisfactory ¢cGMP inspection. In the
event these facilities or operations do not receive, or continue io receive, satisfactory ¢cGMP inspections for the
manufacture of our products, or for the operation of their facilities in general, we may need to invest in
significant compliance improvement programs, fund additional-modifications to our manufacturing processes,
conduct additional validation studies, or find ahemnative manufacturing facilities, any of which would result in
significant cost to us as well as result in a delay or prevention of commercialization, and may result in our failure
to obtain or maintain approvals. In addition, Lonza Baltimore, Lonza Hopkinton, Ipsen and any alternative
contract manufacturer we ‘may utilize, will be subject to ongoing periodic inspection by the FDA and
corresponding state and foreign agencies for compliance with ¢GMP regulations and similar foreign standards.
We do not have direct control over Ipsen’s or our contract manufacturers’ compliance with these regulations and
standards. Any of these factors could delay or suspend ‘clinical trials, regulatory submissions or regulatory
approvals, entail higher costs and result in us being unable to effectively market and sell our products or maintain
our products in the marketplace, which would adversely affect our ability to generate revenues.

We rely in certain cases on single-source and sole-source materials suppliers to manufacture Increlex®,

Certain  specific components and raw materials used to manefacture Increlex® at our third-party
manufacturers are obtained and made available through either single-source or sole-source suppliers. Single-
source suppliers are the only approved suppliers currently. available to us, and could only be supplemented by
qualification of new sources for the material required. Sole-source suppliers are the only source of supply
available to us, and could only be replaced through qualification of an alternate material after demonstrating
suitability. Supply interruption of these materials could result in a significant delay lo our manufacturing
schedules and ability to supply product, and would likely be required to undergo lengthy regulatory approval
procedures prior to product distribution. Limits or termination of supply of these materials could significantly
impact our ability to manufacture Increlex®, cause significant supply delays while we qualified, at significant
expense, new suppliers or new materials, and would consequently cause harm to our business, including as a
result, our failure to meet our supply obligations to Ipsen.

Difficulties or delays in product manufacturing due to advance scheduling requirements, capacity
constraints and/or manufacturing lot failures at our third-party manufacturers or Ipsen could harm our
operating results and financial performance and jeopardize our orphan drug marketing exclusivity.

The manufacture of Increlex® requires successful coordination among all of our suppliers, contractors,
service-providers, manufacturers and us, Coordination failures with these different elements of our supply chain,
or with Ipsen’s supply of Somatuline® Depot to us, could require us to delay sales of our products andfor impair
our ability to distribute and supply Increlex® to Ipsen. Furthermore, uncertainties in estimating future demand for
new products such as Increlex® and Somatuline® Depot may result in manufacture of surplus inventory requiring
us to record charges for any expired, unused product, or may result in inadequate manufacturing of product
inventory, causing delays to shipments or no shipments at all. Additionally, our reliance on third-party
manufacturing requires long lead times from order to delivery of product, and may be hampered by available
capacity at those manufacturers, making our ability to supply product supplies in excess of our forecast
extremely difficuit. As a consequence, we may have inadequate capacity to meet unexpected demand, which
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could negatively affect our operating results and our ability to' meet our supply obligations to Ipsen. If we are
unable to supply our products to all the patients that need them, the FDA could rescind our orphan drug
marketing exclusivity to enable competitors to serve the affected markets. Further, our operating results and
financial performance may suffer if we experience more than annc1pated -manufacturing lot failures or delivery
delays,

Claims and concerns may arise regarding the safety and efficacy of our products, which could require us
to perform additional clinical trials, could slow penetration into the marketplace or cause reduced sales or
product withdrawal after introduction.

Increlex® was approved in the United States for the treatment of seveie Primary IGFD based on long-term
and extensive studies and clinical trials conducted to demonstrate product safety and efficacy. Somatuline®
Depot was approved in Canada and the United States for the treatment of acromegaly on a similar basis.
Discovery of previously unknown problems with the raw materials, product or manufacturing processes, such as
loss of sterility, contamination, new data suggesting an unacceptable safety risk or previously unidentified side
effects or an unfavorable risk-benefit ratio for these products, could result in a voluntary or mandated withdrawal
of the products from the marketplace, either temporarily or permanently. Studies may result in data or evidence
suggesting another product is safer, better tolerated, or more efficacious than our products, which could lead to
reduced sales and royalties. Additionally, discovery 6f unknown problems with our products or manufacturing
processes for our products could negatively impact the established safety and efficady profile and result in
possible reduced sales or product withdrawal. Such outcomes could negatively and materially affect our Pproduct
sales, royalty stream, operating results, and financial condmon

If other companies overcome our U.S, orphan drug marketing exclusivity for Increlex® or Somatuline®
Depot, or obtain marketing authorization in Europe Jor the treatment of severe Prtmmy IGFD, they will be
able to compete with us, and our revenues will be diminished.

Under the Orphan Drug Act, the FDA may grant orphan drug designation to drugs intended to treat a rare
disease or condition, which is generally a discase or condition that affects fewer than 200,000 individuals in the
United States. The company that obtains the first FDA approval for a designated orphan drug for a rare disease
receives marketing exclusivity for use of that drug for the designated condition for a period of seven years from
the date of approval. The orphan drug rules are similar i in the European Union and marketing exclusivity is for a
period of ten years from the date of approval.

The FDA has grantéd Increlex® orphan drug marketing exclusivity for the long-term treatment of patietits
with severe Primary IGFD and has granted Somatuline® Depot orphan drug marketing exclusivity for the long-
term treatment of acromegaly. In the European Union, the European Medicines Agency (EMEA) has granted
Increlex orphan drug marketing exclusivity for the long-term treatment of patients with severe Primary
IGFD. Although Increlex® and Somatuline® Depot have received marketing exclusivity, the FDA and EMEA
can still approve different drugs for use in treating the same indication or disease covered by our products, which
would create a more competitive market for us.

Furthermore, drugs considered to be the same as Increlex® or Somatuline® Depot that demonstrate clinical
superiority or provide a major contribution to patient care may be approved for marketing by the FDA and
EMEA notwithstanding the grant of orphan drug marketing exclusivity. If other companies are able to overcome
our U.S. orphan drug exclusivity, they will be able to compete with us, and our revenues will be diminished.

We will not be able to sell our products if we are not able to maintain our regulatory approvals due to
changes to existing regulatory requirements.

Our products and manufacturing processes are subject to continued review and ongoing regulation by the
FDA and foreign regulatory authorities post approval, including, for example, changes to manufacturing process

standards or good manufacturing practices, changes to product labeling, revisions to existing requirements or
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S changes in the regulatory -environment and requirements could occur at any time during.commercialization,

Changes in the regulatory environment or requirements could adversely affect our ability to maintain our
approval or require us to expend significant resources to maintain our approvals, which could result in the
possible withdrawal of our products from the marketplace, which would harm our business and negatively impact
our financial performance. |

Competitors could develop and gain 'FDA appmval of produc.rs com‘ammg rhiGF-1 gr lanreonde, which
could adversely affect our competitive position.

In the future, thIGF-1 or. lanreotide manufactured by other parties may be approved for use in the United
States. For example, we are aware that Novams AG (through acquisition of Chiron Corporatlon) has developed a
process to manufacture rhIGF-1 using yeast expression and has intellectual property with respect to that process.
In the event there are other rhIGF-1 products approved by the FDA to treat indications other than those covered
by Increlex® , physnc1ans may, elect lo prescribe a competitor’s producl contmmng rhIGE-1 to treat the
indications for which [ncrelex® has received and may receive approyal. This is commonly referred to as ‘off-label
use. While under FDA regulations a compemor is not allowed to promote off-label use of its product,.the FDA
does not regulate the practice of medicine and as a result cannot direct physicians as to which produci containing
rhIGF-1 to prescribe to their patients. In addition, a compemor could gain FDA approval-of a product containing
lanreotide for the treatment of an indication other than indicatian(s) covered by Somatuline® Depot, which would
enable physicians to prescribe the competitor’s producl for the indication(s) covered by Somatulme® Depot. Asa
result, we would have limited ablhty to prevent off-label use of a competitor's product containing rhIGF-1 or
lanreotide to treat any diseases for which we have received FDA approval, even if it violates our method of use
patents and/or we have orphan drug exclusivity for the use of thIGF-1 or lanreotide to treat such diseases. -

Competitors could challenge our patents and file an Abbreviated New Drlug Ap})licqu"an,‘or_AN'DA, ora
505(b)(2) new drug application for an IGF-1 or Somatuline® Depot product and adversely affect the
compefitive position of each.

Products approved for commercial marketing by the FDA are subjec} to the provisions of the Drug Price
Competition and Patent Term Restoration Act of 1984, or “Hatch-Waxman Act.” The Hatch- Waxman Act
provides companies with markctmg cxcluswlty for varying time periods during which generic or modified
versions of a drug may not be marketed and allows companies to apply to extend patent protection for up to five
additional years. It also provides a means for approving generic versions of a drug once the marketing exclusivity
period has ended.and all relevant patents have expired. The period of exclusive marketing, however, may be
shortened if a patent is successfully challenged and defeated. Competitors with a generic IGF-1 or Somatuline®
Depot product or.a modified version of IGF-1 or Somatuline® Depot may attempt 1o file an ANDA ora 505(b)(2)
NDA and challenge our patents and marketing exclusivity. Such applications would have to certify that one of
the patents in the Increlex® or Somatuline® Depot NDA is invalid or not infringed by the manufacture, use, or
sale of the product described in that ANDA or 505(b)(2) apphcatlon under the Hatch-Waxman Act. If successful,
a competitor could come to market at an earlier time than expected. We can provide no assurances that we can
prevail in a challenge or litigation related to our patents or exclusivity.

We are subject to “fraud and abuse” and similar laws and regulations, and a failure to comply with such
regulations or prevail in any litigation related to noncompliance could harm our business.

We are subject to various health care “fraud and abuse™ laws, such as the Federal False Claims Act, the
federal anti-kickback statute and other state and federal laws and regulations. Pharmaceutical companies have
faced lawsuits and investigations pertaining to violations of these laws and regulations. We cannot guarantec that
measures that we have taken (o prevent such violations, including our corporate compliance program, will protect
us from future violations, lawsuits or investigations. If any such actions are instituted against us, .and we are not
successful in defending ourselves or assenting our rights, those actions could have a significant impact on our
business, including the imposition of significant fines or other sanctions.
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If we fail or are unable to protect or defend our intellectual property rights; competitors may develop
competing products, and our business will suﬁer.

If we are not able to protect our proprietary technology, trade secrets and know-how, our competitors may
use our inventions to develop competing products. We have licensed intellectual property rights, including patent
rights, relating to rhIGF-1, our growth hormone/IGF-1 combination product candidates, and Somatuline® Depot
technologies from Genentech and Ipsen, respectively. However, these patents may not protect us against our
competitors. Patent litigation is very expensive, and we-therefore may be unable to pursue patent litigation (o its
conclusion because currently we do not generate meaningful revenues.

We do not have composition of maiter patent coverage on the rhIGF-1 protem alone. Although we have
llcensed from Genentech its rights to, 1ts methods of use and manufacturing patents, it may be more difficuit to
establish infringement of such patents as compared to a patent directed to the rhIGF-1 protein alone. Our llcensed
patents may not be sufficient to prevent others from competing with us. We cannot rely solely on our patents to
be successful. The standards that the U.S. Patent and Trademark Office and forelgn patent offices use to grant
patents, and the standards thai U.S. and foreign courts use to interpret patents, aré not the same and are not
always applied predictably or umformly and can change, partlcularly as new technologies develop. As such, the
degree of pateént protection obtained in the United States may differ substantially from that obtained in vanous
foreign countries. In some instances, patents have 1ssued in the United States while. substannal]y less or no
protection has been obtained: in Europe or other countries. Our U.S. Patent No. 6331 414 B licensed from
Genentech is directed to methods for bacterlal expression of rthIGF-1 and expires in 2018 We have no equivalent
European patent. The European Patent Office has determmed that the claims of Genentech's correspondmg
European patent appll(.auon are not patentable under European patent law in view of publlc dlsclosures made
before the application was filed.

We do not have composition of matier patent coverage on the lanreotide molecule (the active
pharmaceutical ingredient of Somatuline® Depot) alone.” We have licensed from Ipsen its rights to formulation
and method of use patents for Somatuline® Depot that expire between 2015 and 2019. However, there can be no
assurance that we have patent rights sufficient to prevent others from competing with us.

We do not have composition of matter patent coverage on either the growth. hormone or the IGF-1
component of our growth hormone/IGF-1 combination product candidates. Our U.S: Patent No. 5,374,620 and
our equivalent European Patent No. 0 536 226 B1, both of which are licensed from Genentech, are composition
of matter patents covering combinations of growth hormone and IGF-1 and -expire in -2009- and 2011,
respectively. Therefore, it is likely -that these patents will expire before we are able to launch any growth
hormone/IGF-]1 combination product in the U.S. or in European markets. We have also licensed from Genentech
certain method of use patents for our growth hormone/IGE-1 combination product candidates that expire-between
2009 and 2014. Our U.S. Patent No. 6,331,414 B1 licensed from Genentech will provide protection in the United
States for our process of manufacturing IGF-1 for our growth hormone/IGF-1. combination product candidates
uniil it expires in 2018, We have no equivalent patent proteotion for our process of manufactunng IGF-1 in
Europe. .

If we attempt to enforce against a competitor the patent rights we have licensed from Ipsen or the patent
rights we have licensed from Genentech, and if such patents are challenged in court by defenses the competitor
may raise, such as mval:dlty, unenforceability or possession of a valid license, we may fail to stop the competitor
and we may lose the ability to assert the affected patents against other competitors as well. If we assert the
patents we licensed from Ipsen or the patents we licensed from Genentech in an infringement proceeding against
a competitor, and if the court were to find in favor of any defense of invalidity or unenforceability raised by the
competitor against the asserted patents, we would be unable to use the affected patents to exclude others from
compeling with Somatuline® Depot or Increlex®. In addition, the type and extent of patent claims that will be
issued to us in the future are uncertain. Any patents that are issued may not contain claims that will permit us to
stop competitors from using technology similar to our. Increlex®, or any growth hormone/IGF-1 combination
product or Somatuline® Depot technologies.
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In addition to the patented technology licensed from Genentech and Ipsen, we also rely on unpatented
technology, trade secrets and confidential information, such as the proprietary information we use to manufacture
Increlex®. We may not be able to effectively protect our rights to this technology or information. Other parties
may independently develop substantially equivalent information and techniques or otherwise gain access to or
disclose this technology. We generally require each of our employees, consultants, collaborators, and certain
contractors to execute a confidentiality’ agreement at the commencement of an employment, consulting or
collaborative relationship with us. However, these agreemenis may not provide effective protection of this
technology or information or, in the event of unauthonzed use or disclosure, they may not provide adequate
remedies. .

We may incur substantial costs as a result of patent infringer;rent litigation or other proceedings relating
to patent and other mtellectuaz' pmperty rights, and we may be unable to protect our mtellectual pmperty
nghls. o

A third-party may claim that we are usmg its inventions covered by its patents and may initiate litigation to
stop us from engaging in our operauons and activities. Although no third party has claimed that we are infringing
on their patente patent lawsuits are costly and could affect our results of operations and divert the attention of
managerial and technical personnel. There is a risk that a court would decide that we are infringing the third
party’s patents and would order us to stop the ‘activities covered by the patents. In’addition, therc is a risk that a
court will order us to pay the other pany damages for havmg infringed the other pany 5 patents, The
biotechnology industry has produced a proliferation of patents, and it is not always clear to industry pammpants
mcludmg us, which patents cover various types of products or methods of use, The coverage of patents is subject
to mterpretauon by the courts, and the interpretation is not always uniform. If we are sued for patent
infringement, we would need to demonstrate that our products or methods of use do not infringe the patent
claims of the relevant patent andfor that the patent claims are invalid, and we may not be able to do so. Proving
invalidity, in particular, is difficult since it requires a showing of clear and convincing evidence to overcome the
presumption of validity enjoyed by issued patents.

We are aware of a U.S. patent of Novartis related to processes of manufacturing rhIGF-1 in yeast host cells,
to fusion proteins, DNA, and yeast host cells useful in such processes of manufacturing thIGF-1 in yeast host
cells, and to rhIGF-1 made as a product of such processes.. While we use bacterial expression, not yeast
expression, in our process for manufacturing Increlex®, we cannot predict whether our activities relating to the
development and commercialization 6f Increlex® in the United States will.be found to infringe Novartis's patent
in the event Novartis brings patent infringement proceedings against us. We may not be able to obtain a license
to Novartis’s patent under commercially reasonable terms, if at all. If we are unable to obtain a license to
Novartis’s patent, and if in any patent infringement proceeding Novartis brings against us the court decides that
our activities relating to the development and commercialization of Increlex® in the United States infringe
Novartis’s ‘patent, the court may award damages and/or injunctive relief to Novartis. Any such damages,
injunctive relief andfor other remedies the court.may .award could render any further development and
commercialization of Increlex® commercially infeasible for us or otherwise curtail or cease any further
development and commercialization of Increlex®.

"We cannot be certain that others have not filed patent applications for technology covered by the issued
patents of any of our licensors, or by our pending applications or by the pending applications of any of our
licensors, or that we or any of our licensors were the first to invent the technology because:

* some patent applications in the United States may be maintained in secrecy until the patents are issued,

. 'ﬁatent applications in the United States and many foreign jurisdictions are typically not published until
18 months after filing, and

* publications in the scientific Lterature often lag behmd actual dlscovenes .and the fling of patents
relating to those discoveries. -
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Patent applications may have been filed and may be filed in the future covering technology similar to ours.
Any such patent application may have priority over our patent applications and could further require us to obtain
rights to issued .patents covering such technologies.yIn the event that another party has filed a U.S. patent

the U.S. Patent and Trademark Office to determine priority of invention in the United States. The costs of these
proceedings could be substantial, and it is possible that such efforts would be unsuccessful, resultmg in a loss of
our US, patent posmon with respect to such mvenuons a '

Some of our competitors may be able to sustain the costs of complex patent litigation more effectively than
we can because they have substantially. -greater resources. In addition, any uncertainties resulting from the
initiation and continuation of any litigation could harm our business. .

Ipsen may seek to influence our business in a ma_nnér that is contrary to our goals or strategies.or to the
interests of our other stockholders.

5

Based on its 51gmﬁcant ownershlp position lhrough ccn.am protective provisions, Ipsen has the ability to
sngmﬁcanlly influence the outcome of certain actions by our Board of Directors and those requiring the approval of
our stockholders. Our other stockholders may be unable to prevent acuons taken by Ipsen. Together with the
13,046,346 shares of our common stock that we have issued to Ipsen (and/or an affiliate of Ipsen), the conversion of
the convextible notes and the exercise of the warrant that we have also issued to Ipsen would enable Ipsen to acquire
an ownership interest in us of approximately 40% on a fully diluted basis, with the opportumty 1o increase its
ownership position to 60% or greater. through market purchases. Ipsen was also granted a preemptive nght 0]
purchzisc its pro rata portion of new securities that we may offer in the future to tnaintain its percentage ownership
interest. In addition, under the terms of our affiliation agreement with [psen so long as Ipsen holds at least 15% of
the outstanding shares of our common stock, Ipsen is entitled to nominate two out of the nine directors on our Board
of Directors. In the event that Ipsen holds at least 10% of the outstanding shares of our common stock, but less than
15%, it would be entitled o nominate one director to our Board of Directors. Our affiliation agreement with Ipsen
also provides that in the event Ipsen holds at least 60% of the outstanding shares of our common stock, Ipsen is
entitled to nominate an unlimited number of directors to our Board of Directors. For so long as Ipsen holds at least
15% of the outstanding shares of our common stock, Ipsen is also entitled to nominate additional independent
director nominees, who must be independent of Ipsen, starting in 2008. Our certificate of ircorporation was also
amended in connection with our collaboration with Ipsen to waive the corporate opportunity provisions under
Delaware law and the corporate opportunity doctrine with respect io opportunities of which Ipsen and Ipsen’s
designees to our Board of Directors may become aware as a result of their affiliation with us. Additionally, our
certificate of incorporation provides that any person purchasing or acquiring an interest in shares of our common
stock shall be deemed to have consented to these provisions of our certificate of incorporation. This deemed consent
might restrict the ability to challenge transactions carried out in compliance with these provisions. We make no
assurances that [psen will not seek to influence our business in a manner that is contrary to our goals or strategies or
the interests of other stockholders. Moreover, persons. who are directors and/or officers of Ipsen and who also serve
on our Board of Directors may decline to take action in a manner that-might be favorable to us but adverse to Ipsen.
Currently, one of our directors, Christophe Jean, also serves as the Chief Operating Officer of Ipden.

If we lose our licenses from Genentech or Ipsen, we may be unable to continue our business.

We have licensed intellectual property rights and technology from Genentech and from Ipsen. Under our
license and collaboration agreements with Genentech and Ipsen, each of Genentech and Ipsen have the right to
terminate our licenses if we are in material breach of our obligations under our agreements with them and fail to
cure that breach. Under the terms of the agreements, we are obligated, among other things, to use reasonable
business efforts to meet specified milestones. If any of these agreements are terminated, then we would lose our
rights to utilize the technology and intellectual property covered by that agreement to develop, manufacture,
market and sell Increlex® for any indication, to develop, market and sell Somatuline® Depot, and to develop,
manufacture, market and sell our growth hormone/IGF-1 combination product candidates. This may prevent us
from continuing our business.
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We are subject to Genentech’s option rights with respect to the commercialization of Increlex® for all

:é;;g diabetes and non-orphan indications in the United States; Ipsen’s right of first negotiation to develop and
5,%‘5‘ commercialize other endocrine products subsequently. acquired or owned by us; and Genentech’s option right.
%ﬂé’% with respect to our growth hormone/IGF-1 combination product candidates. ;
3%; Under our U.S. license and collaboration agreement with Genentech for Increlex®, Genentech has the option to
S elect to joinlly commercialize rhIGF-1 for all diabetes and non-orphan indications in the United States. Orphan

25
;
o

indications are designated by the FDA under the Orphan Drug Act, and are generally rare diseases or conditions that
affect fewer than 200,000 individuals in the United States. With respect to those non-orphan and diabetes indications in
the United States, once Genentech has exercised its option to jointly develop and commercialize, Genentech has the
final decision on disputes relating to the development and commercialization of such. indications. Qur.ability .to
sublicense the development and commercialization of such products requires the consent of Genentech. Under a letter
agreement of July 2007, we and Genentech amended the U.S. license and ¢ollaboration dgreement to provide that until
such time as we initiate the development of rhiGF-1 for diabetes (or a substitute indicationl mutuaily agreed to by us
and Genentech that has a potential market of greater than $250 million and is not an indication for the central nervous
system), Genentech may elect to initiate such development for diabetes or, upon our and Genentech’s mutual
agreement, the development of a substitute indication that has a potentiat market size of greater than $250 million and
is not an indication of the central nervous system. In addition, if we clect to discontinue the development of thIGF-1 ~
for diabetes or a substitute indication selected by us with Genentech’s consent, Génentech has the right to assume
dévelopment of such indication. In the event that Genentech initiates the development of thIGF-1 for any such
indication before we do or assumies the development of thiGF-1 for any such indication after such de’velopment is
discontinued by us, our rights under the agreement for such indication would terminate and Genentech would be
granted a non-exclusive license under our rhIGF-1 intellectual property and technology to manufacture, use and sell
thIGF-1 products for diabetes, or if applicable the substitute indication, subject to an obligation to pay us mitestone
payments and/or royalties to be negotiated by Genentech and us in good faith on sales of these products.

Under our license and collaboration agreement with Ipsen with respect to Increlex®, Ipsen has a right of first
negotiation to develop and commercialize, in Ipsen’s territory, other products subsequently acquired or owned by
us in the field of endocrinology. Accordingly, we may not receive a reasonable return on our investment if we

: develop new endocrinology products. In its territory, Ipsen also has the exclusive right to sublicense our growth
hormone/IGF-1 combination product candidates. Accordingly, we have limited ability to sublicense these
candidates 10 other parties. : - )

)

Under our development and commercialization agreement with Genentech with respect to our growth
hormone/IGF-1 combination product candidates,.Genentech has a right to opt into our development and
commercialization for short stature .indications, AGHD and certain other indications. If Genentech opts in, it

S

= would still have the right to subsequently elect to opt out of such development and commercialization of such
S combination product candidates and products, but only for ali indications. Following an opt-in by Genentech,
gf:? Genentech would centrol the joint development and commercialization of the combination preduct candidates
XAy

and products for certain other indications-and could assume control of the joint development and/or
commercialization of products for the treatment of AGHD. Upon opt-in, Genentech may also choose to exercise
a commercial oplion to acquire the right for the deciding vote on all commercialization matters pertaining to
short stature indications; however, we would remain the lead commercialization party for Short Stature
Indications. Because of Genentech's ability to control the timing and extent of such joint development and.
commercialization activities and our obligation to co-fund such activities, Genentech may induce us to bear an
excessive financial burden in support of or to opt out of the joint development and commercialization of our
combination product candidates andfor products for AGHD and certain other indications. In addition, our ability
o sublicense the development and commercialization of our growth hormone/IGF-1 combination product
candidates requires the consent of Genentech.

7 “Se,nﬁj
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Accordingly, because of these various option, limits on sublicensing, and right of first negotiation rights, we
may not receive a reasonable returmn on our investment for developing and/or commercializing Increlex® or our
growth hormone/IGF-1 combination product candidates.
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If third-party clinical research organizations do not perform in an acceptable and timely manner, our
clinical trials could be delayed or unsuccessful.

We do not have the ability to conduct all of our clinical trials independently. We rely on clinical
investigators, third-party clinical research organizations and consultants to perform a substantial portion of these
functions. If we cannot locate accepiable contractors te run our clinical trials or enter into favorable agreements
with them, or if these contractors do not successfully carry out their contractual duties, satisfy FDA requirements
for the conduct-of clinical trials, or meet expected deadlines, we may be unabile to obtain or-maintain required
approvals and may be unable to market and sell our products on a timely basis, if at all.

If we fail to identify and in-license éther patent rights, products or product candidates, we may be unable
{o grow our revenues.

)

We do not conduct any discovery research. Our slrategy is to in-license producls or producl candidates and
further develop ‘them for commercialization. The market for acquiring and in-licensing patent rights, products

patent rights, products or product candidates, we may be unable to grow our révenues with sales from addmonal
products. Further, under the terms of our collaboration with Ipsen, Ipsen has certain approval rights wuh respect
to our entering into material contracts or transactions, making capllal expenditures or acquiring certain assets.

of our collaboration, Ipsen has a right of first negotiation to develop and commercialize, in Ipsen’s territory,
products subsequently acquired or owned by us in the field of endocrinology. Under our combination product
agreement with Genentech, Genentech has certain opt-in rights with respect to our development and
commercialization of combination products and, with respect to certain combination products, to become the lead
party for the planning, development and/or commercialization of such combination products

In addition, we may need additional intellectual property from olher third parties to market and sell our
pmducts We cannot be certain that we will be able to obtain a license to any third-party technology we may
require to conduct our business.

available to us if we elect to make a draw down, and may require us to pay certain liguidated damages.

Limited, or Kingsbridge, which entitles us to sell and obligates Kingsbridge to purchase, from time to time overa
period of three years, newly issued shares of our common stock for cash consideration of up to an aggregate of
$75.0 million, subject to certain conditions and restrictions. Kingsbridge will not be obligated to purchase shares
under the CEFF unless certain conditions are met, which include:

* aminimum price for our common stock;
= the accuracy of representations and warranties made to Kingsbridge;
= compliance with laws;

+ continued effectiveness of the registration statement, filed by us with the U.S. Securities and Exchange
Commission, or SEC, for the resale of the shares of common stock issuable in connection with the CEFF
and the shares of common stock underlying the warrant we issued to Kingsbridge in connection with the
entering into of the CEFF; and

= the continued listing of our stock on the Nasdaq Global Market.
In addition, Kingsbridge is permitted to terminate the CEFF if it determines that a material and adverse
event has occurred affecting our business, operations, properties or financial condition, If we are unable to access

funds through the CEFF, or if the CEFF is terminated by Kingsbridge, we may be unable to access capital on
favorable terms or at all.
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and product candidates is intensely competmve If we are not successful in ldcnufymg and in-licensing other.

Accordingly, Ipsen may prevent us from in-licensing products or product candidates. In addition, under the terms’

The committed equity financing facility that we entered into with Kingsbridge Capital Limited may not be’

In October 2003, we entered into a committed equity financing facility, or CEFF, with Kingsbridge Capital -
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The terms of the CEFF require us to pay certain liquidated damages in the event that the registration
statement filed by us with the SEC is not available for the resale of securities purchased by Kingsbridge under
the CEFF or upon exercise of the warrant we issued to Kingsbridge. Except for certain periods of ineffectiveness
permitted under the CEFF, we are obligated to pay to Kingsbridge an amount equal to the number of shares
purchased under the CEFF and held by Kingsbridge at the date the registration statement becomes unavailable,
multiplied by any positive difference in price: between the volume weighted average price on the trading day
prior to such period of unavailability and the volume weighted average price on the first trading day after the
period of unavailability. In addition, we are ‘entitled in'certain circumstances to deliver a “blackout” notice to
Kingsbridge to suspend the 'use of the registration statement and prohibit Kingsbridge from selling shares under
the registration statement. If we deliver a blackout notice in the 15 trading days following a settlement of a draw
down;, then we must make a blackout payment to Kingsbridge ‘as liquidated damages, or issue’Kingsbridge
additional shares in lieu of this payment, calculated by means of a varying percentage of an amount based on the
number of shares purchased and held by Kingsbridge and the change in the market price of our common stock
during the penod in which the use of the registration slatemem is suspended. If the trading price of our common
stock declines during a suspensnon of the registration statement, the blackout payment could be significant and
could adversely affect our liquidity and our ability to raise capital. In addition, under the terms of an affiliation
agreement we entered into pursuant to our collaboration with Ipsen, we have only a limited ability to raise capital
through the sale of our eqmty secuntxes mcludmg pursuant to’the CEFF, without first obtaining Ipsen’s - -~
approval, = -

We may not have the ability to raise the funds necessary ‘to finance the repayment of the convertible notes
we issued to Ipsen, which could adversely affect our cash position and harm our busmess.

Under the terms of our collaboration with Ipsen, we issued to Ipsen convertible notes in the principal
amounts of $25.0 million, €30.0 miilion and $15.0 million. All of these notes mature on the later of October 13,
2011 or two years from the date of notification of non-convert, and carry a 2.5% coupon per annum from the date
of issuance, compounded quancrly If lpscn (or a subsequenl holder) chooses not to convert these notes, we
would be required to pay to Ipsen the principal amount of the notes plus accrued interest at maturity. We are also
subject to currency risk on the €30.0 million principal amount convertible note that we issued to Ipsen which, if
the note is not converted, may result in the need to raise a greater amount of U.S. dollars to repay this note at
maturity than would be required based on a conversion of this note to U.S. dollars at the time we entered into the
stock purchase and master transaction agreement with Ipsen in July 2006 or issuance of the note. If we are
required to repay the notes in cash, we will likely need to raise such amounts from the capital markets or through
a strategic transaction. There is no assurance that we would be able to do so in a timely manner or on reasonable
terms. If - we are unable to do so, we may be required to delay or curtail our development and commercialization
efforts, which would harm our business.

Our indebtedness to Ipsen could have SIgmﬁcant additional negative consequences, 1ncludmg, but not
limited to:

* increasing our vulnerability 1o general adverse economic and industry conditions;
| : * limiting our ability to obtain additional financing; Eny
| S, . LA
22 * limiting our flexibility in planning for, or reacting t6, changes in our business and the industry in which
} SR we compete; and
| e ;

» placing us at a possible competitive disadvantage to less leveraged competitors and competitors that have
better access to capital resources.




If we fail to obtain the capital necessary to fund our operations, we will be unable to execute our business
plan. ' :

We believe that our cash, cash equivalents and short-term investments as of December 31, 2007 as well as
internally generated funds will be sufficient to meet our projected operating and capital expenditure requirements
through at least the end of 2008 based on our current business plan. However, our future capital needs and the
adequacy of our available funds will depend on many factors, including:

* changes to our business plan;

» our ability to market and sell sufficient quantities of Increlex® and Somatuline® Depot at the anticipated
level; ’

» the commercial status of the Increlex® bulk drug manufacturing operations at Lonza Baltimore and
Lonza Hopkinton, including the success of our cGMP production activities;

» the success of Increlex® final drug product manufacturing;

. the costs, timing and scope of additional regulatory approvals for Increlex®;

. [psen’s ability to supply Somatuline® Depot to us in sufficient quantities;

+ the costs, timing and scope of additional regulatory approvals for Somatuline® Depot;

» Ipsen’s ability to market and sell sufficient quantities of Increlex® in the licensed territories at the
anticipated level,

« any required repayment of the convertible notes we issued to Ipsen;
* the status of competing products;

« the rate of progress and cost of our future clinical trials and other research and development activities,
including research’ and development activities and clinical tral costs in connection with our growth
hormone/IGF-1 combination proditct candidates; and

* the pace of expansion of administrative and legal expenses.

We expect capital outlays and operating expenditures to increase over the next several years as we expand
our operations, We expect that we may require and attempt to raise additional funds through equity or debt
financings, collaborative arrangements with corporate partners or from other sources, including potentially the
CEFF. However, there can be no assurance that additiona! financing will be available when needed, or, if
available, that the terms will be favorable. In addition, under the terms of an affiliation agreement we entered into
pursuant to our collaboration with Ipsen, we have only a limited ability to raise capital through the sale of our
equity without-first obtaining Ipsen’s approval. Although we have entered into.a stock purchase agreement with
Genentech pursuant to which we may issue up to an additional 1,894,737 shares of common stock {or up to a
maximum of $9.0 million of shares of common stock) to Genentech, such issuances are subject to various
conditions, including a Genentech opt in and the achievement of a regulatory approval milestone, and there can
be no assurance that we will receive additional funds from Genentech pursuant to the stock purchase agreement,
Further, we must first obtain Ipsen’s approval to issue shares of common stock to Genentech under our stock
purchase agreement with Genentech at a price per share less than $4.75, which we may not be able to obtain. If
additional funds are not available, we may be forced to curtail or cease operations.

If we are unable to manage our expected growth, we may not be able to implement our business plan.

Qur ability to implement our business plan requires an effective planning and management process. As of
December 31, 2007, we had 126 full-time employees, and we expect to hire additional employees in the near
term. Our offices are located in the San Francisco Bay area where competition for personnel with
biopharmaceutical skills is intense. If we fail to identify, aitract, retain and motivate these highly skilled
personnel, we may be unable to continue our development and commercialization activities.
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We believe that -our anticipated future growth may strain our mapagement, systems and resources. To
manage the anticipated growth of our operations, we tnay need to increase management resources and implement
additional financial and management controls, reporting systems and procedures, If we are unable to manage our
growth, we may be unable to execute our business strategy.

If product liability lawsuits are brought against us, we may incur substantial liabilities.

One potential risk of using growth factors like rhIGF-1{ is that it may increase the likelihcod of deveioping
cancer o, if patients already have cancer, that the cancer may develop more rapidly. Increlex® may also increase
the risk that diabetic patients may develop or worsen an existing retinopathy, which could lead to the need for
additional therapy such as laser treatment of the eyes or result in blindness. In our Phase I clinical trials for
severe Primary IGFD, the data of which we submitted to the FDA in our NDA, some patients experienced
hypoglycemia, or low blood glucose levels. Other side effects noted in some patients include hearing deficits,
enlargement of the tonsils and intracranial hypertension. ' '
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Somatuline® Depot is a member of a class of products known as somatostatin analogs, which have the

» AL

:gy% potential (o cause gallsiones and other disorders associated with obstruction of the biliary tract, including

’ﬁy;;i pancreatitis. These products also alter the balance between. the -counter-regulatory hormones insulin, glucagon .
:.!i;{,, and growth hormone, which may result in hypoglycemia or hyperglycemia, and suppress secretion _(_)f thyroid

‘;% stimulating hormone, which may result in hypothyrodism. Cardiac conduction abnormalities have also occurred

? during treatment with this class of drugs.

R

_ There may also be other adverse events associated with the use of Increlex® or Somatuline® Depot, and
A adverse events may arise that are related to our growth hormone/IGF-1 combination product candidates, which
' may result in product liability suits being brought against us. While we have licensed the rights to develop,
“market and sell Increlex®, Somatuline® Depot and our growth hormone/IGF-1 combination product candidates in
certain indications, with the exception of certain liabilities covered up to certain limits by our insurance policies,
we are not indemnified by any third party, including our contract manufacturers, for any liabilities that we bear

< and that arise out of our development or use of any of these products or product candidates.

Whether or not we are ultimately successful in defending product liability litigation, such litigation would
; consume substantial amounts of our financial and managerial resources, and might result in advérse publicity or
P - O reduced acceptance of our products in the market, or product candidates in development, all of which would
impair our business. We have obtained clinical trial insurance and product liability insurance; however, we may
not be able to maintain our clinica! trial insurance or product liability insurance at an acceptable cost, if at all, and
this insurance may not provide adequate covérage against potential claims or losses,
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In addition, we are contractually obligated to indemnify «certain contract manufacturers for certain liabilities
that they would otherwise bear and that arise from use of our products or product candidates. Because such
contractually assumed liabilities are not covered by any of our insurance policies, the negative financial impact
£ of any such liability could hinder or prevent us from continuing our business,

3
e

e Rl
Ak
Rowirad

Ry

Budgetary or cash constraints may force us to delay our efforts to develop certain research and
development programs in favor of developing others, which may prevent us from meeting our stated timetables
and completing these projects through to product commercialization.

Because we are a company with limited financial resources, and because -research, development and
commercialization activities are costly processes, we must regularly prioritize the most efficient allocation of our
financial resources. For example, we may choose to delay or abandon our research and devetopment efforts for
the treatment of a particular indication or project to allocate those resources to another indication or project, or to
commercialization activities, which could cause us 10 fall behind our initial timetables for development. As a
result, we may not be able to fully realize the value of some of our product candidates in a timely manner, since
they will be delayed in reaching the market, or may not rcach the market at all.
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We must implement additional finance and accounting systems, procedures and controls as we grow our
business and organization. : _ '

As a public reporting. company, we must comply with the Sarbanes-Oxley Act of 2002 and the related rules
and regulations of the SEC, including expanded disclosures and accelerated reporting requirements and more
complex accounting rules. Compliance with Section 404 of the Sarbanes-Oxley Act of 2002, or Section 404, and
other requirements have increased our costs and required additional management resources. We have upgraded
our finance and accounting systems, procedures and controls and will need to continue t0 implement additionat
procedures and controls as we grow our business and organization. Section 404 requires annual management
assessments of the effectiveness of our internal control over financial reporting and. an opinion by our
independent registered public accountants on the effectiveness of internal controls over financial reporting. If our
independent registered public accounting firm is unable to provide us with an unqualified report as to the
effectiveness of our internal controt over financial reporting, investors could lose confidence in the reliability of
our internal control over financial reporting, which could adversely affect our stock price,

If we are unable to attract and retain additional qualified personnel, our ‘f.-z.bility to miarket and sell our
products and develop other product candidates will be harmed. ..

Qur success depends on our continued ability to attract and retain highly qualified management and
scientific personnel and on our ability to develop relationships with leading academic scientists and clinicians.
We are highly dependent on our current management and key medical, scientific and technical personnel,
including: Dr. John A. Scartett, our Chief Executive Officer; and Dr. Ross G. Clark, our Founder and Chief
Technical Officer, whose knowledge of our industry and technical expertise would be extremely difficult to
replace, We have at will employment contracts with all of our executive officers. They may terminate their
employment without cause or good reason and without notice to us.

Risks Related to Our Cemmon Stock
If our results do not meet our and analysts’ forecasts and expectations, our stock price could decline.

Analysts who cover our business and operations provide valuations regarding our stock price and make
recommendations whether to buy, hold or sell our stock. Our stock price may be dependent upon such vatuations
and recommendations. Analysts’ valuations and recommendations are based primarily on our reported results and
our and their forecasts and expectations concerning our future results regarding, for example, expenses, revenues,
clinical trials, regulatory marketing approvals and competition. Our future results are subject to substantial
uncertainty, and we may fail to meet or exceed our and analysts’ forecasts and -expectations as a result of a
number of factors, including those discussed under the section entitled “Risks Related to Qur Business™ above. If
our results do not meet our and analysts’ forecasts and expectations, our stock price could decline as a result of
analysts lowering their valuations and recommendations or otherwise.

If our officers, directors and largest stockholders choose to act together, they are able to contrel our
management and operations, acting in their best interests and not necessarily those of other stockholders.

As of December 31, 2007, our directors, executive officers and principal stockholders and their affiliates
beneficially owned approximately 80.8% of our common stock, Our greater than five percent beneficial owners
include Ipsen and its affiliates, which beneficially owned 42.6% (not including shares subject to limited voting
agreements with certain of our stockholders); entities affiliated with MPM BioVentures Il LLC, which
beneficially owned 13.4%; entities affiliated with Prospect Management Co. II, LLC, which beneficially owned
5.9%; MedImmune, Inc., which beneficially owned 5.8%; and entities affiliated with Rho Capital Partners, which
beneficially owned 5.8%. Qur directors, executive officers and principal stockholders and their affiliates
collectively have the ability to determine the election of all of our directors and to determine the outcome of most
corporate actions requiring stockholder approval. They may exercise this ability in a manner that advances their
best interests and not necessarily those of other stockholders.
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. Our collaboration with Ipsen limits our ability to enter into transactions and to pursué opportunities in
conflict with Ipsen, which could cause the price of our common stock to decline.

Under the terms of an affiliation agreement we entered into pursuant to our coliaboration with Ipsen, the
approval of Ipsen is required for us to take certain actions, including, but not limited to:

entering into most material transactions or agreements,
merging or consolidating with other entities;

establishing or approving an operating budget with anticipated research and development spending in
excess of $25.0 million per year, plus potential additional amounts for new Ipsen projects under the
license and collaboration agreement we entered into with respect to Somatuline® Depot;-

subject to limited exceptions, incurring any indebtedness other than certain permitted indebtedness
(provided that our total permitted indebtedness may not exceed $2.5 million if our ratio of net
indebtedness to EBITDA exceeds 1:1); . .

incurring capital expenditures of more than $2.0 million in any given year;
making any investment, other than certain permitted investments;

entering into any transaction that results in éompetitiqﬁ with Ipsen;
declaring or paying any cash dividends;

taking any action with respect to takeover defense measures, including with respect to our stockholder
rights plan; and

issuing or selling shares of our capital stock, other than issuances or sales after October 13, 2008 that
may not exceed $25.0 million in any three-year period, and other limited exceptions.

These provisions could continue indefinitely and may limit our ability to enter into transactions otherwise
viewed as beneficial to us, which could cause the price of our common stock to decline.

Our stockholder rights plan and anti-takeover provisions in our charter documents and under Delaware
law could make an acquisition of us, which may be beneficial to our stockholders, more difficult.

Provisions of our amended and restated certificate of incorpoi‘aiion and amended and restated bylaws, as
well as provisions of Delaware law, could make it more difficult for a third party to acquire us, even if doing so
would benefit our stockholders. These provisions:

establish a classified Board of Directors so that not all members of our board may be elected at one time;

authorize the issuance of “blank check” preferred stock that could be issued by our Board of Directors to
increase the number of outstanding shares and hinder a takeover attempt;

limit who may call a special meeting of stockholders;

prohibit stockholder action by written consent, thereby requiring all stockholder actions to be taken at a
meeting of our stockholders; and ' '

establish advance notice requirements for nominations for election to our Board of Directors or for
proposing matters that can be acted upon at stockholder meetings.

In addition, Section 203 of the Delaware General Corporation Law, which prohibits business combinations
between us and one or more significant stockholders unless specified conditions are met, may discourage, delay
or prevent a third party from acquiring us.
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We have adopted a nights agreement under which certain stockholders have the right to purchase shares of a
new series of preferred stock at an exercise price of $40.00 per one one-hundredth of a share of such preferred
stock, subject to adjusiment, if a person or group of persons acquires more than a certain percentage of our
common stock. The rights plan could make it more difficuit for a person to acquire a majority of our outstanding
voting stock. The rights plan could also reduce the price that investors might be willing to pay for shares of our
common stock and result in the market price being lower than it would be without the rights plan. In addition, the
existence of the rights plan itself may deter a potential acquirer from acquiring us: As a result, either by operation
of the rights plan or by its potential deterrent effect, mergers or other business combinations that our stockholders
may consider in their best interests may not occur. . T -

The comm:tted equity _f' nancing faaluy that we entered into with Kingsbridge may result in dilution to
our stockholders.

Pursuant to the CEFF, Kingsbridge committed to purchase, subject to certain conditions and at our election,
up to $75.0 million of our common stock. Should we sell shares to Kingsbridge under the CEFF, or issue shares
in lieu of any “blackout” payment, it will have a dilutive effect on the holdings of our current stockholders, and
may result in downward pressure on the price of our common stock. If we draw down amounts under the CEFF,
we will issue shares to Kingsbridge at a discount of up to ten percent from the volume welghted average price of
our common stock. If we draw down amounts under the CEFF when our share price s decreasing, we will need
lo issue more shares 10 raise the same amount than if our stock price was higher, Issuances in the face of a
declining share price will have an even greater dilutive effect than if our share price were stable or increasing,
and may further decrease our share price.

Our stock price may be volatile, and an investment in our stock could decline in value.

The trading price of our common stock has fluctuated significantly since our initial public offering in March
2004, and is likely to remain volatile in the future. The trading price of our common stock could be subject to
wide fluctuations in response to many events or factors, including the following:

* announcements by us, Ipsen, Genentech, our suppliers and key third-party vendors, or our competitors of
regulatory developments, product development agreements, clinical trial results, clinical trial enrollment,
regulatory filings, new products and product launches, significant acquisitions, strategic partnerships or
joint ventures;

» estimates of our business potential and earnings prospects;
» deviations from analysts’ projections regarding business potential, costs and/or earnings prospects;
« developments with respect to our collaboration with Ipsen;
+ quarterly variations m our operating results;
-+ significant developmems in the businesses of blotcchnology compames
+ changes in financial estimates by securities analysts;
+ changes in market valuations or financial results of biotechnology companies;
+ additions or departures ‘of key personnel;
* changes in the structure of healthcare payment or reimbursement syslems regulations or p011c1es
« activities of short sellers and risk arbitrageurs;

+ future sales of our common stock, including potential sales of a substantial number of shares by Ipsen
and its affiliates, or the perception that such sales are likely to occur;

» general economic, industry and market conditions; and

» volume fluctuations, which are particularly common among highly volatile securities of biotechnology
companies.
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‘In addition, the stock market has experienced volatility that has particularly affected the market prices of
equity securities of many biotechnology companies, -which often has been unrelated or disproportionate to the
operating performance of these companies. These broad market fluctuations may adversely affect the market
price of our common stock. If-the market price of cur common stock declines in value, you may not realize any
return on your investment in us and may lose some or all of your investment.

We are at risk of securities class action litigation.-

In the past, securities class action litigation has often been-brought against a company following a decline in
the market price of its securities. This risk is especially relevant for us because biotechnology companies have
experienced ‘greater than average stock price volatility in recent years. If we faced such litigation, it could result
in substantial costs and a diversion of management’s attention and resources, which could harm our business.

Substantial sales of shares may impact the market price of our common stock.

If our stockholders sell substantial amounts of our common stock, including shares issued upon the exercise
of outstanding opiiqns or })Urspant fo the CEFF, and the shares issued or issuable to Genentech and Ipsen and its
“affiliates, the market price ‘of our common stock may decline. In addition, the perceived risk of dilution from
sales of issuances of our common stock to or by Kingsbridge or Ipsen may cause holders of our common stock to
sell their shares, or it may encourage short selling by market participants, which could contribute to a decline in
our stock price. These sales also might make it more difficult for us to sell equity or equity-related securities in
the future at a time and price that we deem appropriate. We are unable to predict the effect that sales may have
on the prevailing market price of our common stock.

As of December 31, 2007, we had 51,532,229 outstanding shares of common stock. As of December 31,
2007, we had 5,419,638 shares subject to outstanding options, granted under our equity compensation plans, In
addition, as of December 31, 2007, 15,574,519 shares were issuable upon the exercise of the warrant and
conversion of the three convertible notes, which we have issued to Ipsen. Further, the terms of the warrant we
issued to Ipsen provide that the number of shares of our common stock subject to the warrant may increase in the
event of certain issuances of equity securities by us that dilute Ipsen’s percentage ownership interest in us.
Moreover, the initial exercise price of the warrant, and the conversion price of convertible notes we have issued
to Ipsen, are subject to certain weighted-average price-based antidilution adjustments. These terms of the warrant
and convertible notes may entitle Ipsen to acquire a greater number of shares of our common stock than we
currently anticipate.

"y

We have filed a registration statement covering shares of common stock issuable upon exercise.of options
and other grants pursuant to our stock plans. In September 2003, we filed a shelf registration statement pursuant
to which we may, from time-to-time, sell shares of our common stock and preferred stock, various series of debt
securities and/or warrants to purchase any of such securities, either individually or in units, in one or more
offerings. In November 2005, we also filed a registration statement for the resale of the shares of common stock
issuable in connection with the CEFF and the shares of common stock underlying the warrant we issued to
Kingsbridge in connection with our entering into the CEFF, Moreover, we have agreed that, upon Ipsen’s request
after October 13, 2007, we would file one or more registration statements in oz_ger'lo_permjt Ipsen and its
affiliates to offer and sell a substantial number of shares of our common stock, includiﬁg the 13,046,346 shares
we issued 1o an affiliate of Ipsen and the shares issuable upon exercise of the warrant and conversion of the
convertible notes we issued to Ipsen. In addition, certain holders of shares of our common stock that are parties
to our amended and restated jnvestors’ rights agreement, including Genentech, are entitled to registration rights,




AN A N S R A ST R T R Y

Item 1B. Unresolved Staff Comments.

None. ‘ : s co

Item 2.  Properties.

Qur facilities consist of approximately 34,400 square feet of office space located in Brisbane, California that
is leased to us until October 2011. We have no laboratory or research facilities. We believe that our Brisbane
facilities will be adequate for our near-term needs and that suitable additional space will be available on
commercially reasonable terms’to accommodate expansion of our opérations, if any.

Item 3. Legal Proceedings.

None.

Item 4. Submission of Matters to a Vote of Security Holders.

Not applicable.

Item 5.  Market for Registrant’s Common Equity, Related Stockholder Matters and Issuer Purchases of
Equity Securities. '

Our common stock has been traded on the Nasdaq Global Market under the symbol “TRCA” since
March 17, 2004. The following table sets forth for the periods indicated the high and low closing sale prices of
our common stock, as reported by the Nasdaq Global Market.

Prices
Tigh  Tow
Fiscal 2007:
First Fiscal QUAMTEr . ... ...t e ittt e et eeaeens $5.92 %464
Second Fiscal Quarter .. ........ ... .. ... . . i i 6.83 5.10
Third Fiscal Quarter .. ... ... ... . .. . it 7.17 471
Fourth Fiscal Quarter .. .......... . ccciii ittt 7.77 5.71
Fiscal 2006;
First Fiscal Quarter .. ... ... .. ... ... i i, $790  $6.29
Second Fiscal Quarter .............. O e 6.88 3.07
Third Fiscal Quarter . ... ..ottt i ettt e 6.70 421
Fourth Fiscal Quarter . ... ... ... . . .ottt it i ieeaienn, 6.24 4.90

There were approximately 37 holders of record of our common stock as of February 28, 2008. In addition,
we believe that a significant number of beaeficial owners of our common stock hold their shares in street name.

Dividend Policy

We have never declared or paid any cash dividends on our common stock. We currently expect to retain any
future earnings for use in the operation and expansion of our business and do not anticipate paying any cash
dividends on our common stock in the foreseeable future. In addition, the consent of Ipsen (or any subsequent
holders of the convertible notes that we issued to Ipsen) is required for us to declare or pay any cash dividends
pursuant to the terms of the convertible notes that we issued to Ipsen. Suraypharm, S.A.S., an affiliate of Ipsen,
also must consent to our declaration or payment of any cash dividends under the terms of the affiliation
agreement that we entered into with Ipsen and Suraypharm in October 2006,
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o Stockholder Return Comparison(! s
The following graph shows the total stockholder return of an investment of $100 cash on March 17, 2004,
the date we became a public company, for our common stock, or on February 28, 2004 for the NASDAQ
Composite Index and the NASDAQ Biotechnology Index. The stock price performance shown on the graph is
not necessarily indicative of future price performance.
COMPARISON OF 45 MONTH CUMULATIVE TOTAL RETURN*
Among Tercica Inc., The NASDAQ Composite’ Index
And The NASDAQ Biotechnology Index
$160 -
$140 |
‘ _ _ . b
3 T
| $120 o R o .
| $100
! 5 $80 |
| $60 |
! S $40 1 ' _
B
, 3 k3 $20 -
so 1 1 1 —
304 12/04 12/05 12/06 12/07

—8—Terclca Inc. — & — NASDAQ Composite - - -(@- - NASDAQ Biotechnology

* $100 invested on 3/17/04 in stock or on 2/28/04 in index-including reinvestment of dividends.
Fiscal year ending December 31.

(1} This section is not “soliciting material,” is not deemed “filed” with the SEC and is not to be incorporated by
reference into any filing of Tercica, Inc. under the Securities Act of 1933, as amended, or the Securities
Exchange Act of 1934, as amended, whether made before or after the date hereof and irrespective of any
general incorporation language in any such filing.
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Item 6. Selected Financial Data,

The following selected financial data has been derived from the audited consolidated financial starements.
The information below is not necessarily indicative of results of future operations, and should be read in
conjunction with Item 7, "Management’s Discussion and Analysis of Financial Condition and Results of
Operations” of this Form 10-K and the financial statements and related notes thereto, included in Item 8 of this
Form 10-K to fully understand factors that may affect the comparability of the information presented below.

Year Ended December 31,
2607 2006 2005 2004 2003
Statements of Operations Data (in thousands,
except per share data):
Net revenues: ' )
Netproductsales ......................... $ 9809 $ 1315 % — 3 i
Licenserevenue . ............ueeeennrenn.. 21,119 194 — — —
Royaltyrevenue ....... ... ... ... ... .... 51
Total netrevenues: ..................... 30,979 1,509 — — —
Costs and expenses: ‘ ot
Costofsales ..o, 5,540 1,667 = — —
Manufacturing start-upcosts ............. . 3,065 — — — —
Research and development ..., ............. 19,136 42,034 21,587 29,335 20,916
Selling, general and administrative ........... 43,186 44,248 25913 12,552 4,834
Amortization of intangibles . ................ 468 — — — —
Total costs and expenses . ................ 71,395 87,949 47.500 41,887 25,750
Loss fromoperations ........................ (40,416) (86,440 (47,500) (41,887) (25,750
A Interestexpense ............cuuvriaeeinnnn, (1,937) (162) (1,080) — — =
e Otherexpense(d) ........ ... ocveieiioa... (3,071) — — — — 3
PRE Interest and other income, net ................. 5,975 4,226 2,347 885 327 -
Bty Loss before income taxes . ................... (39,449)  (82,376) (46,233) (41,002) (24423) =
f?: Provision for income taxes(5) ................. (1,017 (621) —_ — —
T
%}f,i Netloss ... ... .. .. (40,466)  (82,997) (46,233) (41,002) (25,423)
?ﬁ% Deemed dividend related to beneficial conversion
%:;h features of convertible preferred stock(3) ...... — A— —_— —  (44,153)
” ] Net loss allocable to common stockholders ... .. $ (40,466) § (82,997) $ (46,233) § (41,002) $(69,576)
T
g&‘: Basic and diluted net loss per share allocable to
%W; common stockholders(1) . ................ $ 08 S (09 S$ (51 % (2.12) $ (3859
e
frevse Shares used in computing basic and diluted net
EA loss per share allocable to common
%{%% stockholders(1) ........................ 50,717 39,789 30,590 19,302 1,803
S December 31,
2007 2006 2005 2004 2003
Balance Sheet Data (in thousands):
Cash, cash equivalents and short-term
INVeSEMENLS .« ..ottt e $ 113,485 $125575 $ 58626 % 52,001 $37313
Working capital ........... .. ... ... . ... 101,923 123,181 53,752 45,542 33,346
Totalassets ...........c.ouiiivirnennennnnns 176,683 137,687 66,316 55,022 42,484
Long-term convertible notes, net(2) ............ 86,691 25,172 — — —
Convertible preferred stock ................... — -_— —_— — 68,637
Accumulated deficit .. ..., ................... (289,204) (248,738) (165,741} (119,508) (78,506)
Total stockholders’ equity (deficit) ............. 63,159 89,931 56,798 47,677  (33,198)
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(1) See Note 3 of the Notes to Financial Statements for information regarding the computation of per share
amounts. o - : i

(2) - Sée Note 6 of the Notes to Financial Statements for information regarding the long-term convertible noies.

(3) We recorded a deemed dividend of $44,153,000 associated with this issuance of preferred shares to reflect
the value of the beneficial-conversion feature embedded in the Series B convertible preferred stock. The
deemed dividend increases the net loss allocable to common stockholders in the calculation of basic and
diluted net loss per common share for the year ended December 31, 2003.

(4) - See Note 6 of the Notes to Financial Statements for information regarding the valuation adjustments to the
Euro-denominated convertible note. S )

(5) See Note 12 of the Notes to Financial Statements for information regarding the withholding taxes associated
with milestone payments received from Ipsen. '
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Item 7. Management’s Discussion and Analysis of Financial Condition and Results of OQperations.

This report includes “forward-looking statements” within the meaning of Section 27A of the Securities Act
of 1933, as amended, and Section 21F of the Securities and Exchange Act of 1934, as amended. All statements
other than statements of historical facts are “forward-looking statements” for purposes of these provisions,
including any projections of eamnings, revenues or other financial items, any statement of the plans and
objectives of management for future operations, any statements concerning proposed new products or licensing
or collaborative arrangements, any statements regarding product developme'm commercialization and/or
regulatory approvals, any statements regarding future economic conditions or performance, and any siatement
of ussumptions underlying any of the foregoing. In some cases, forward-looking statements can be identified by
the use of terminology such as “may,” “will,” “expects,” “plans,” “anticipates,” “estimates,” “potential,” or
“continue” or the negative thereof or other comparable terminology. Although we believe that the expectations
reflected in the forward-looking statements contained herein are reasonable, there can be no assurance that such
expectations or any of the forward-looking statements will prove to be correct, and actual results could differ
materially from those projected or assumed in the forward-looking statements. Our future fi nancial condition
and results of operanons as well as any forward-looking statements, are subject to inherent risks and
uncertainties, including but not limited to the Risk Factors set forth under Item IA above, and for the reasons
described elsewhere in this report. All forward-looking statements and reasons why results may differ included in
this report are made as of the date hereof, and we assume no obhgarton to update.these forward-looking
statements or reasons why actual resufts might differ.

o ” oG

We are a biopharmaceutichl company developing and marketing a portfolio of endocrine products. We
currently have the following products in our commercialization and development portfolio:

.

+ Increlex®, which is approved for marketing in both the United States and the European Union;
+ Somatuline® Depot, which is approved for marketing in both the United States and Caﬁada; and

» Two product candidates containing different combinations of Genentech Inc’s recombinant human
growth hormone, or thGH (Nutropin AQ®), and recombinant human insulin-like growth factor-1, or
rhIGF-1 (i.e., Increlex®). One product candidate is for the treatment of short stature associated with low
insulin-tike growth factor-1, or IGF-1, levels and the other product candidate is for the treatment of adult
growth hormone deficiency, or AGHD. In January 2008, we initiated dosing patients with Nutropin' AQ®
and [ncrelex® in a Phase II study for the treatment of short stature associated with low IGF-1 levels.

Increlex®,  We market Increlex® as a long-termn replacement therapy for the treatment of short statvre in
children with severe primary insulin-like growth factor-1 deficiency, or severe Primary IGFD, and for children
with growth hormone gene deletion who have developed neutralizing antibodies to growth hormone. We
commenced marketing Increlex® in the United States in January 2006. We are currently conducting a Phase ITIb
clinical trial for. the use of Increlex® for the treatment of short stature in children with Primary IGFD, a less
severe and more prevalent form of insulin-like growth factor-1 deficiency, or IGFD. Patient enrollment for this
trial was completed in July, 2007 and we expect to present data from this trial at a medical conference in the
fourth quatter of 2008.

In August 2007, the European Commission granted marketing authorization for Increlex® in the European
Union for the long-term treatment of growth failure in children and adolescents with severe Primary 1GFD.
Pursuant to our worldwide strategic collaboration with Ipsen that was completed in October 2006, we granted to
Ipsen and its affiliates the exclusive right under our patents and know-how to develop and commercialize
Increlex® in all countries of the world except the United States, Japan, Canada, and for a certain period of time,
Taiwan and certain countries of the Middle East and North Africa for all indications, other than treatment of
central nervous system and diabetes indications. In 2007, Ipsen launched Increlex® in Austria, Germany, Great
Britain, Greece, Hungary, Spain and the Czech Republic and expects to launch Increlex® in additional European
countries during 2008. Increlex® generated net product revenues of $9.6 million in the year ended December 31,
2007.
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Somatuline® Depot.  Pursuant to our worldwide strategic collaboration with Ipsen, we have the exclusive
right under Ipsen’s patents and know-how to develop and commercialize Somatuline® Depot in the United States
and in Canada for all indications other than opthalmic indications. In territories outside the United States
including Canada, the product is known as Somatuline® Autogel®. On August 30, 2007, Ipsen received notice of
approval from the FDA for marketing Somatuline® Depot in the United States for the long-term treatment of
acromegaly in patients who have had an inade(iimtc response to surgery and/or radiotherapy, or for whom surgery
and/or radiotherapy is not an option. Acromegaly is a hormonal disorder that results when a tumor in the pituitary
gland produces excess growth hormone, resulting in overproduction of IGF-1. We launched Somatuline® Depot
in November 2007 in the United States. In July 2006, Somatuline® Autogel® was approved for marketing by
Health Canada for the same indication. Somatuline® Autogel® has received provincial formulary listings for
reimbursement approval in the provinces of Quebec, Nova Scotia, New Brunswick, Saskatchewan, and for
Alberta Blue Cross and we are awaiting reimbursement approval in the province of Ontario. At present, we have
contracted sales and markeiing operations in Canada o a third party.

' Growth hormone/IGF-1 Combination Producr.Cdndidates. In July 2007, we entered into a combination
product development and commercialization agreement with Gehemcch that governs the development,
manufacture and worldwide commercialization of two product candidates containing Nutropin AQ®,
Genentech’s thGH, and Increlex®, for the treatment of all indications except those of the central nervous system.
In January 2008, we began dosing the first patients in a Phase II clinical study evaluifﬁiing the combination of the
Nutropin AQ® and Increlex® for the treatment of shon stature associated with low IGF-1 levels. The primary
objective of this trial is to assess the efficacy, measured as first-year height velocity, and safety of three different
combination regimens of Nutropin AQ® and Increlex® compared to Nutropin AQ® alone in the treatment of
short stature associated with low IGF-1 levels. The initial patients enrolled in this trial receive separate injections
of each of Nutropin AQ® and Increlex®, but the goal of the study is to provide a majority of patients enrolled in
the trial with a co-mixture of Nutropin AQ® and Increlex® administered as a single injection.

As of December 31, 2007, we had approximately $113.5 million in cash, cash equivalents and short-term
investments. We have generated limited revenues from product sales to date and we have funded our operations
since inception primarily through the private placements of equity securities and public offerings of our common
stock, as well as through our collaboration with Ipsen. Since our inception we have incurred substantial net losses
and we expect to incur substantial net losses for the foreseeable future as we attempt to develop, market and sell
Increlex® and Somatuline® Depot, and as we atiempt to develop growth hormone/IGF-1 combination products
under our combination product collaboration with Genentech, We are unable to predict the extent of any future
losses or when we will become profitable, if ever,

Critical Accountilig Policies and the Use of Estimates

Our management’s discussion and analysis of our financial condition and results of operations are based on
our financial staternents which have been prepared in accordance with accounting principles generally accepted
in the U.S., or GAAP. The preparation of our financial statements requires management to make estimates and
assumptions that affect the amounts reported in our financial statements and accompanying notes. Actual resubts
could differ materially from those estimates.

" The items in our-financial statements requiring significant estimates and judgments are as follows:
Revenue Recognition

We recognize revenue from the sale of our products and license and collaboration agreements pursuant to
Staff Accounting Bulletin No. 104, Revenue Recognition, and Emerging Issues Task Force (EITF) Issue 00-21
Revenue Arrangements with Multiple Deliverables. Multiple element agreements entered into are evaluated
under the provision of EITF 00-21. We evaluvate whether there is stand-alone value for the delivered elements
and objective and reliable evidence of fair value to allocate revenue to each element in multiple element
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agreements. When the delivered element does not have stand-alone value or there is insufficient evidence of fair
value for the undelivered element(s), we recognize the consideration for the combined unit.of accounting in the
same manner as the revenue is recognized for the final deliverable, which is generally ratably over the longest
period of involvement. - .

I

Product revenues. We recognize revenue from product sales when there is persuasive evidence that an
arrangement exists, title passes, the price is fixed or determinable and collectibility is reasonably assured. We
record provisions for discounts to customers and rebates to government agencies and international distributors,
which are based on contractual terms and regulatory -requirements.. The rebates and discounts may require
management judgment to estimate percentage of eligible sales to these customers. Our product returns.policy
only allows for the return of product damaged in transit, product shipped in error by us, or discontinued,
withdrawn or recalled merchandise: To date, product returns have been de minimis and based on our historical
experience as well as the specialized nature of our products, we historically have not provided a reserve for
product returns, We will continue to monitor returns in the futurc and will reassess the need to esumate a product
returns reserve if the relurns experience increases.

License revenues. License revenue generally includes upfront and continuing licensing fees and milestone
payments. Nonrefundable upfront fees that -require our continuing involvement in the manufacturing or other .
commercialization efforts by us are recognized as revenue ratably over the contractual térm. Fees associated with
substantive milestones, which are contingent upon future events for which there is reasonable uncertainty as to
their achievement at the time the agreement was entered into, are recognized as revenue when these milestones,
as defined in the contract, are achieved.

Rayalty revenues. We recognize royalty revenues from sales of Increlex® in Ipsen’s territory on a sliding
scale from 15% to 25% of net sales. Royalues are recognized as earned in accordance with the contract terms and
collectibility is reasonably assured.

Stock-based Compensation

On January 1, 2006, we adopted Statement of Financial Accounting Standards No. 123 (revised 2004),
Share-Based Payment, or SFAS No. 123R, which requires the measurement and recognition of non-cash
compensation expensc for all share-based payment awards made to employees and directors including employee
stock options and employee stock purchases related to our 2004 Employee Stock Purchase Plan based on
estimated fair values. SFAS No. 123R supersedes our previous accounting under Accounting Principles Board, or
APB, Opinion No. 25, Accounting for Stock Issued to Employees, for periods beginning in fiscal 2006. In March
2005, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 107, or SAB 107, relating
to SFAS No. 123R. We have applled the prowsnons of SAB 107 in its adoption of SFAS No. 123R. Refer to Note
11, “Stock-Based Compensation,” in the Notes to Fmanc1al Statements of Part 11, Ttem 8 of this Form 10-K for
further information on these matters.

After the adoption of SFAS No. 123R, stock compensation arrangements with non-employee service
providers continue to be accounted for in accordance with SFAS No. 123 and Emerging Issues Task Force
(“EITF") No. 96-18, Accounting for Equity Instruments that Are Issued to Other than Employees for Acquiring,
or in Conjunction with Selling, Goods or Services, using a fair value approach. The compensation costs of these
arrangements are subject 1o remeasurement over the vesting terms as eared.

As a result of adopting SFAS No. 123R, we recognized stock-based compensation expense of $5.9 million
and $5.7 million during the years ended December 31, 2007 and 2006, respectively, which primarily affected our
reported research and development and selling, general, and administrative expenses during those periods.
Approximately $1.8 million and $4.1 million are included in research and development expenses, and selling,
general and administrative expenses, respectively, for the year ended December 31, 2007. Approximately $2.0
million and $3.7 million are included in research and development expenses, and selling, general and
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administrative expenses, respectively, for the year ended December 31, 2006. We calculated these expenses
based on the fair values of the stock-based compensation awards as estimated using the Black-Scholes model.
Use of this model requires us to make assumptions about expected future volatility of our stock price and the
expecied term of the options that we grant. Calculating stock-based compensation expense under SFAS No. 123R
also requires us to make assumptions about expected future forfeiture rates for our option awards. As of
December 31, 2007, total unrecognized compensation expense related to unvested share-based compensation
arrangements previously granted under our various plans was $10.5 million, which we expect to recognize over a
weighted-average period of 2.6 years. However, it is difficult.to predict the actual amount of share-based
compensation expense that we will recognize in future periods as that expense can be affected by changes in the
amount or terms of our share-based compensation awards issued in the future, changes in the assumptions used in
our model to value those future awards,; changes in our stock price, and changes in interest rates, among other
factors. . » S '

Inventories

Inventories are stated at the lower of cost or market. Cost is determined using the first-in, first-out basis. The
valuation of inventory requires management to estimate obsolete or excess inventory based on analysis of future
demand for our products. Due to the nature of our business and our target market, levels of inventory in the
distribution channel, changes in demand due to price changes from competitors and’introduction of new products
are not significant factors when estimating our excess or obsolete inventory for Increlex® but can be significant
factors in estimating excess or obsolete inventories for Somatuline® Depot. If inventory costs exceed expected
market value due to obsolescence or lack of demand, inventory write-downs may be recorded as deemed
necessary by management for the difference between the cost and the market value in the period that impairment
is first recognized. Inventories may include products manufactured at facilities awaiting regulatory approval and
are capitalized based on our judgment of probable near term regulatory approval. In addition, inventories include
employee stock-based compensation expenses capitalized under FAS 123R.

In general, the process for evaluating whether there exists excess or obsolete inventory is not a complex
process and does not require significant management judgment. The factors considered in evaluating whether
there exists excess or obsolete inventory are:

* our forecast of future demand, which is updated on a quarterly basis;
= the expiration date for each lot manufactured;

* any noncancelable open purchase orders associated with our commercial supply agreements.

In May 2007, we began to transfer our manufacturing process to new facilities and as such, there will be a
period of time where the Company will need to cease production of Increlex® until the new manufacturing
facilities are fully validated, approved by the FDA, and operational. We are increasing our inventory levels in an
effort to ensure that we have adequate supplies to meet future demand and therefore our long-term Increlex®
sales forecast will become more critical in management’s evaluation of excess Increlex® inventories over the
next few quarters. Once the transfer of manufacturing facilities is complete, we will have more flexibility in the
manufacturing schedule to ensure inventory supply is in line with a shorter forward demand forecast for
Increlex®. At December 31, 2007, we had inventories recorded in work-in-process of $6.1 million that are under
evalvation for manufacturing process transfer approval. The FDA requires that when technical processes are
transferred to a new manufacturer, a certain number of conformance lots must be produced using the new
manufacturers facilitics and evaluated for process consistency. Refer to Note 7, “Commitments and
Contingencies—Manufacturing Services Agreement,” in the Note to Financial Statements of Part II, Ttem 8 of
this Form 10-K for further discussion regarding inventory purchase commitments.
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Valuation of Derivative Instruments ) .

We issued a convertible note in September 2007 and valued certain features embedded therein as derivative
liabilities under SFAS No. 133, Accounting for Derivative Instruments and Hedging Activities. We estimate the
fair value of our derivative liabilities each quarter using the Black-Scholes-Merton valuation model. This model
is complex and requires significant judgments in the estimation of fair values based on certain assumptions.
Factors affecting the amount of these liabilities include changes the market value of our common stock, changes
in Euro to Dollar currency exchange rates and other assumptions. Changes in value are recorded as non-cash
valuation adjustments within other expense in our statement of operations, These changes in the carrying value of
derivatives can have a material impact on our financial statements (see Part II, Item 7A — “Qualitative and
Quantitative Disclosures about. Market Risk” of this Form 10-K). The derivative liabilities may be recorded into
stockholders’ equity upen conversion, payment or expiration of the convertible notes, the timing of which is
outside our control. o

The embedded derivative liability- does not qualify for hedge accounting under SFAS 133 and therefore,
subsequent, changes in fair value are recorded ‘as non-cash valuation adjustments within other expense in the
statements of operations,

Valuation of Warrants =

In order to estimate “the value of warrants, we use the Black-Scholes-Merton valvation model, which
requires the use of certain subjective assumptions. The most -significant, assumption ‘is the estimate of. the
expected volatility. The value of a warrant is derived from its potential for appreciation in value. The more
volatile the stock, the more valuable the option becomes because of the greater possibility. of significant changes
in the stock price. We record the value of a warrant to additional paid-in capital based on the &stimated value,
using certain assumptions, at the closing of a warrant transaction. However, it is difficult to predict the valuation
of warrants issued in future periods as that value can be affected by changes in the vo]aulny assumptions of our
common stock.

Intangible Assets

We capitalize fees paid.to our licensors related to license agreements for approved products or technology
that has alternative fulure uses, as intangible assets in accordance with Statement of Financial Accounting
Standards No. 142, “Goodwill and Other Intangible Assets” (“SFAS 1427), when we have obtained rights to
develop and commercialize licensed products. We amortize these intangible assets with definite lives on a
straight-line basis over their estimated useful lives, and review for impairment when events or changes in
circumstances indicate that the > carrying amount of such assets may not be recoverable.

Detennlndtlon of recoverability is bascd on an estimate of undiscounted future cash flows resulung from the
use of the asset and its eventual disposition. In the event that such cash flows are not expected 1o be sufficient to
recover the carrying amount of the assets, the assets are written down to their estimated fair values.

Clinical Trial Expenses

We contract with third-party clinical research organizations to perform various clinical trial activities. We
recognize research and development expenses for these contracted activities based upon a variety of factors,
including patient enrcllment rates, clinical site initiation activities, labor hours and other activity-based factors.
We match the recording of expenses in our financial statements to the actual services received from and efforts
expended by these third-party clinical research organizations. Depending on the timing of payments to the
service providers, we record prepaid expenses and accruals relating to clinical trials based on our estimate of the
degree of completion of the event or events as specified in each clinical study or trial contract. We monitor each
of these {actors to the extent possible and adjust estimates accordingly. Such adjustments to date have not been
material to our results of operations or financial position.
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Accounting for Income Taxes

On January 1, 2007, we adopted FASB Interpretation 48, Accounting for Uncertainty in Income Taxes,
which: clarifies the accounting for uncertainty in income taxes recognized in accordance: with SFAS No. 109,
Accounting for Income Taxes. Our policy is to recognize interest and/or penalties related to income tax matters in
income tax expense. There were no accrued interest or penalties associated with uncertain tax positions as of
December 31, 2007. We had $3.8 million of unrecognized tax benefits as of December 31, 2007 and we do not
expect our unrecogmzed tax benefits to change SIgmﬁcantly over the next twelve months,

We uuhze the liability method of accounting for income taxes as requ1rcd by SFAS No. 109. Under this
method, deferred tax assets and liabilities are determined based on differences between-financial reporting and
tax reporting bases of assets and liabilities and are measured using enacted tax rates-and laws that are expected to
be in effect when the differences are expected to reverse. The provision for income taxes for the years ended
December 31, 2007 and 2006 represent $1.0 million and 30.6 million, respectively, of French foreign income
taxes withheld on upfront license fees received from Ipsen under the Increlex® license. There is o domestic
provision for income taxes for the years ended December 31, 2007, 2006 and 2005 because we have incurred
operating losses to date. ,

Recent Accounting Pronouncements = S

In September 2006, the FASB issued Statement of Financial Accounting Standdrds No. 157, Fair' Value
Measurements, or SFAS No. 157. SFAS No. 157 defines fair value, establishes a framework for measuring fair
value in generally accepted accounting principles; and expands disclosures about fair value measurements.’ SFAS
No.- 157 is effective for financial statements issued for fiscal years beginning ifter November 15, 2007, and
interim periods within those fiscal years. We are currently evalualmg the 1mpact of adopting SFAS No 157 on
our financial position and results of operauons -

In June 2007, the EITF ratified the consensus on EITF Issue No, 07-3, Accounting for Nonrefundable

Advance Payments for Goods or Services to Be Used in Future Research and Development Activities, or EITF

07-3. EITF 07-3 concludes that nonrefundable advance payments for future research and development activities

should be deferred and capitalized and recognized as expense as the related goods are delivered or the related

. services are performed. EITF-07-3 is effective for fiscal years beginning after December 15, 2007, including

interim periods within those fiscal years. We expect that the adoption of 07-3 will not have an impact on our
finanmal position or results of operauons

In"December 2007, the Securities and Exchange Commission issued Staff Accounting Bulletin No. 110, or
SAB 110. SAB 110 was effective January 1, 2008 and expresses the views of the Staff of the SEC regarding the
use of the simplified method, as discussed in SAB No. 107, in developing an estimate of the expected term of

“plain vanilla” share options in accordance with SFAS No. 123R. We are currently evaluating the impact of
applying the provisions of SAB 1 10 on our financial position and results of operations. -
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Results of Qperations .

2007 2006 2005
(In thousands)

Netproductsales .. ... iiir i, U, $ 9809 $ 1315 $ —
Period over period INCIEASE . . « . ..o v vttt e ee et eee it 8494 1315

Licenserevenue ................c.co..... e e et e 21,119 194 —
Period over periodincrease . . ....... . ... . iiiiie i, e 20,925 194

ROVAILY FEVENUE -« .« oo oo e e e e e e e e e e e o 51 — —
Periodoverperiodincrease . ... ... .. ... . i i e 51 —

Costofsales ........................ e e : 5,540 1,667 —_
Period overperiod increase . ... ... .o i i it i e 3,873 1,667

Manufacturing Start-Up COStS .. ... oottt e e 3065 0 00— —_
Periodoverperiodincrease . .. ... ... . i i i 3,065 —

Research and development expenses ......... ... i, 15, 136 42,034 21,587
Period over period increase (decrease) . . ... ... .ol . (22,898) 20,447

Selling, general and administrative eXpenses ... ... 43,186 44,248 25913
Period over period increase (decrease) . .....oo o (1,062) 18,335

Amortization of intangible assets .............. JE P 468 — —
Period over period increase ............ P, 468 -

Interestexpense . ................... A (1,937 (162 (1,080
Period over period inCrease . .. ... .. ..o i e (1,775 918)

Interest and other income, Net . . . .. ... vt e e et 5,975 4,226 2,347
Period over period INCrease . . ... oot i i e e e 1,749 1,879

Other expense ........... L e e e (3,071) -— —
Period over periodincrease . .. ... .. ... ... i, e (3,071 —

Provision for InCOmMe taXes . .. ... ..o\ ee it ie e e crr it cineereann, 1,017 621 —
Period overperiod increase . ... .. ..o ou i e 396 621

Net Revenues

Net revenues consisted of net product sales of Increlex® and Somatuline® Depot, a milestone payment from
Ipsen and amortized license revenue associated with our Increlex® License and Collaboration Agreement with
Ipsen, and royalty revenues from Ipsen for sales of Increlex® in the European Union.

Net Product Sales

Net product sales increased $8.5 million from $1.3 million in 2006 to $9.8 million in 2007, primarily due to
growth in Increlex® net product sales. In March 2007, we announced agreements that settled all prior litigation
against Insmed Incorporated. One of the key terms in the settlement agreement stipulated that Insmed will no
longer provide IPLEX ™ to patients with severe Primary IGFD and other short stature indications. Following the
settlement agreement with Insmed, a number of patients receiving IPLEX™, a product marketed by Insmed,
switched to treatment with Increlex®. This along with coatinued expansion of our patient base and two price
increases during 2007 led to the growth of net Increlex® product sales in 2007. In the fourth quarter of 2007, we
began shipment of Increlex® to Ipsen for European Union commercial distribution which added $0.3 million to
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net product sales. In November 2007, we launched Somatuline® Depot in the United States,- which added $0.2

B million to net product sales. We began shipment of Increlex® to specialty pharmacy distributors in January 2606
29 and recorded net product sales of $1.3 million in 2006.

Net product sates of $9.6 million and $0.2 million, for Increlex® and Somatuline® Depot, respectively in
2007, consisted primarily of gross product sales less provisions for discounts to customers, rebates to government
agencies, product returns and other adjustments. In 2007, we recorded discounts to product sales of $1.2 million
in government rebates to state Medicaid agencies and rebates for shipments to our international distributors.

Net product sales of $1.3 million in 2006 consisted primarily of gross Increlex® product sales less
provisions for discounts to custdifers, rebates 1o government agencies and product returns. There were minimal
rebates o state government Medicaid agencies and to international distributors. There were no Somatuline®
Depot sales in 2006. _ l

We expect both Increlex® and Somatuline® Depot product sales to increase over the next several quarters,
however, we do not expect net Increlex® product sales to increase at the same rate on a year-over year basis as
we experienced from 2006 to 2007.

License Revenue

License revenue increased $20.9 million from $0.2 million in 2006 to $21.1 - miltion in 2007. In September

2007, per our Increlex® license and collaboration agreement with Ipsen, we received a milestone payment from

. Ipsen of $20.3 million (or $19.3 million net of withholding taxes) upon the grant of marketing authorization for
Increlex® in the European Union for the targeted product label. Additionally, we received an upfront payment of

€10.0 miltion, or $12.4 million, upon execution of our collaboration agreement with Ipsen in 2006, which wé are
amortizing over a period of approximately 16 years based on the expected term of the license under this

A e

Pl . . c1s . -
s agreement. License revenue in 2007 represents the $20.3 million milestone payment as well as $0.8 million
W amortization of the 2006 upfront payment. At present, we do not anticipate any significant additional licensing or

0

S
LA

milestone payments related to or for Increlex® in future periods.

i

Under the terms of our combination product collaboration with Genentech, we may receive certain
milestone payments in the future if Genentech elects to exercise their option however, we are unable 1o predict
the timing or the likelihood of any such payments.

Royalty Revenue

We recorded royalty revenue of $0.05 million in 2007 from shipments of Increlex® in the European Union
by Ipsen. There were no royalty revenues in 2006 or 2005. We expect our royalty revenues to increase in 2008 as
Ipsen continues to expand their Increlex® distribution in the European Union.
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Cﬁst of Product Sales

Our cost of sales represents the cost of production, royalties owed to our licensors, distribution shipping and
handling costs, inventory write-downs/write-offs based on our review of obsolete, excess, expired and failed
inventory lots, and other costs related to production activities. Prior to regulatory approval of Increlex® in August
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&5 »;i 2005, drug supply production costs were charged to research and development. Beginning in the fourth quarter of
2005, with the marketing approval of Increlex® by the FDA, we began capitalizing these production costs to
aﬁ*@ inventory and began to charge cost of sales in the first quarter of 2006 as units of Increlex® were sold. In addition
s to these capitalized drug supply production costs, there are also certain variable and fixed shipping, distribution
e and handling costs charged to cost of sales. ’ :

Cost of product sales increased $3.8 million from $1.7 million in 2006 to $5.5 million in 2007. The increase
in 2007 was primarily due to higher sales volume as more Increlex® units were sold and we commenced
marketing of Somatuline® Depot. There was no-product revenue or related cost of sales in 2005.
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Cost of sales as a percentage o’l{net producl salés in 2007 was lower than 2006 primarily due to rcduced
manufacturing lot failures, as well as the absorption of fixed costd over increascd production volume.

We expect cost of sales as a percentage of net product sales to decrease in future periods as fixed costs are

_ absorbed over larger production volumes; as our sales mix changes over time, as we execute our production

activities, and as the percentage of manufacturing lots that are quccessfully completed improves. However, there
can be no assurances that cost of sales as a percéntage of net product sales will decrcase due to uncertainties
inherent in the manufacturing process. ! !

Manufactunng Start-up Costs’

Manufacturing start-up costs were $3. l miflion during 2007 and represent amomzecl costs associated with
the transfer of our manufacturing operations to alternate sites. An additional $2.4 million of manufacturing
start-up costs associated with this project will be amortized over the remaining transfer period which is expected
to occur through June 2008. There may also be additional associated transfer activities and costs that will
continue through the end of 2008, as we prepare for FDA site approval.

Research and Developﬁ:ent Exbenses

Research and development expenses consisted primarily of costs associated with clinical, regulatory,
manufacturing development ‘and acquired -rights to technology or products in development. Clinical and
regulatory activities included-the preparation, implementation, and management of our clinical trials and clinical
assay development, as well as regulatory compliance, data management and biostatistics. The costs associated
with conducting clinical trals and post-marketing expenses, which Phase 1V and investigator-sponsored trials
and product registries, are included in research and development expenses. Manulacturing development activities
included pre-regulatory approval activities associated with technology transfer, pharmaceutical development,
process and development and validation, quality’ control and assurance, anaiyncal services, as well as
preparations for current good manufacturing practices, or cGMP, and regulatory inspections. In addition to these
manufacturing development and clinical activities, license payments for patents and know-how to develop and
commercialize products, are also recorded as research and development expense.

“Research and development expenses decreased $22.9 million from $42.0 million in 2006 to $19.1 million in
2007. Research and development expenses were $21.6 million in 2005.

The.decrease in 2007 compared.to 2006 was primarily due to a license fee of $25.0 million paid in October
2006 to Ipsen related to our Somatuline® License and Collaboration Agreement {See Note 9 in the Notes to the
Financial Statements for further details on our collaboration with Ipsen). This decrease was partially offset by an
increase in payroll related costs of $0.8 million, clinical drug supply costs of..$0.8 million and third party
contractor costs of $0.6 million. The increase in payroll related costs in 2007 was primarily due to increased
personnel compared 10 2006. The increase in third party contractor costs in 2007 was primarily due to an.increase
in clinical activities associated with Somatuline® Depot and growth hormone/IGF-1 combination product
candidates as well as the Increlex® product registry, partially offset by a decrease in activities associated with our
European marketing authorization application, or MAA, and clinical activities associated with Primary 1GFD and
severe Primary IGFD.

The increase in 2006 compared to 2005 was primarily due to a license fee of $25.0 million paid to Ipsen in
October 2006 related to our Somatuline® License and Collaboration Agreement, partially offset by $3.8 million
in lower external project costs primarily due to lower manufacturing development activities in 2006 and $1.0
million paid in 2005 to Genentech related to Increlex®. Manufacturing development in 2005 was focused on
production and validation of our rhIGF-1 manufacturing process and pre-NDA activities.
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The $19.1 million in research and development expense in 2007 was comprised primarily of personnel and
related costs of $11.5 million, third party contract costs related to our clinical activities for Increlex® Primary
IGFD and severe Primary IGFD of $5.2 million, Somatuline® Depot in acromegaly of $0.9 million, clinical drug
supply of $0.8 million and Increlex® activities in support of our MAA of $0.5 million. The $42.0 million in
research and development expense in 2006 was comprised primarily of the $25.0 million license fee paid to
Ipsen, personnel and related costs of $10.7 million, external project costs related to”our*clinical activities for
Increlex® Primary IGFD and severe Primary IGFD of $4.7 million, and costs associated with our Increlex® MAA
filing activities of $1.3 million. g

We expect our research and development expenses to increase in 2008 as we undertake clinical development
activities for Increlex®, Somatuline® Depot, and growth hormone/IGF-1 combination product candidates and
other projects. Our projects or intended projects may be subject 1o change from time to time as we evaluate our
research and development priorities and available resources. '

Selling, General and Administrative Expenses

Selling, general and administrative expenses consisted primarily of payroll and related costs associated with
sales, marketing and medical science personnel, corporate administration and execulive management,
commercial activities including cost of free drug, professional services including legal and accounting services,
medical education and other administrative costs.

Seliing, general and administrative expenses decreased $1.0 million from $44.2 million in 2006 to $43.2
million in 2007. Selling, gencral and administrative expenses in 2006 were $18.3 million higher than in 2005.

~ The decrease in 2007 compared to 2006 was due primarily to decreased expenses associated with litigation
and consulting expenses of $11.3 million, largely offset by an increase in sales and marketing expenses of $6.3
million and payroll and related costs of $4.8 million. The increase in sales and marketing activities was primarily
related 1o increased costs associated with product promotions, medical education, costs in support of Increlex®
and the launch of Somatuline® Depot in the U.S. and Canada, as well as costs assoctated with free goods. The
increase in payroll and related expenses was due primarily to additional sales and medical science personnel and
non-cash stock compensation expense.

The increase in 2006 compared to 2005 was primarily attributable to additional expenditures associated with
sales and marketing activities of $7.9 million, increased general and administrative personnel and other costs of
$3.2 million, increased legal expenses primarily associated with litigation with Insmed of $2.8 million, increased
expenses of $2.3 million associated with medical education and free goods expense of $1.5 million, of which
$0.8 million was related to inventory write-offs due to manufacturing lot failures and $0.1 million for inventory
wrile-downs. '

The $43.2 million in selling, general and administrative expenses for the year ended December 31, 2007 was
comprised primarily of payroll and related cosis of $26.4 million, sales and marketing activities including cost of
free drug of $9.6 million, professional services including legal and accounting services of $4.3 million, medical
education activities of $1.9 million and other general administrative activities of $1.0 milliop.,

The $44.2 million in selling, general and administrative expenses for the year énded December 31, 2006 was
comprised primarily of payroli and related costs of $21.6 million, professional services including legal and
accounting services of $15.4 million, sales and marketing activities including cost of free drug of $5.8 million,
other general administraitve activities of $0.9 million and medical education activities of $0.5 million.

We expect total selling, general and administrative expenses to increase in 2008 as we support a full year of
commercial activities for Somatuline® Depot and realize the annualized effect of thg additional sales and medical
science personnel hired in 2007, ’
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Amortization of Intangible Assets

Amortization of intangible assets of $0.5 million in 2007 represents expense recorded on a straight-line
basis of milestone payments made to Ipsen and to Genentech in connection with the U.S. marketing approval of
Somatuline® Depot and marketing approval of Increlex® in the European Union, respectivély. Refer to Note 9,
“License and Collaboration Agreements and Related Party Transactions,” in the Notes to Financial Statements of
Part II, Item 8 of this Form 10-K for further information on these milestone payments. We began amortization of
these assets in November 2007 and expect to r_écognize the straight-line expense of $2.8 million annually through
October 2022. There were no amortization of intangibles expense for the years ended December, 31 2006 and
2005. v

Interest expense

Interest expense increased $1.7 million from $0.2 million in 2006 to $1.9 million in 2007. The interest
expense in 2005 was $1.1 million.

The increase in 2007 compared to 2006 was primarily due to the timing of issuance of the three convertible
notes. There was no interest expense for the first nine months of 2006 as the first convertible note was issued to
Ipsen in October 2006. The second and third convertible notes were issued in Septembér 2007,

The decrease in 2006 compared to 2005 was primarily due to the issuance of our common stock in 2005 in
connection with a loan agreement of '$1.0 million and $0.1 million of commitment fees related to this loan
agreement. '

Interest expense of $1.9 million in 2007 represents interest on the three convertible notes we issued to Ipsen
and the related amortization of prepaid financing costs associated with these issuances. We expect interest
expense to increase in 2008 as we will realize a full year of interest expense for the three convertible notes. For
years thereafter, interest expense should be relatively . consistent with 2008 other than increases from
compounding of interest as we continue to accrue interest on these convertible notes until exercise or maturity in
October 2011. Refer to Note 6, “Long-Term Debt,” in the Notes to Financial Statements of Part 11, Item 8 of this
Form 10-K for further information on this transaction.

Other Expense

Other expense of $3.1 million in 2007 was largely due to an unfavorable foreign currency adjustment and an
increase in the fair value of the embedded derivative conversion option refated to the €30.0 million convertible
note we issued to Ipsen in September 2007. The €30.0 million convertible note is denominated in euros and the
conversion option is considered an embedded derivative. The note is revalued to U.S. dollars at the end of each
reporting period which resulted in a charge of $1.8 million in 2007. Further, the conversion option must also be
revalued at the end of each reporting period which resulted in a _charge of $1.3 million in 2007. There were no
such charges in 2006 and 2005. '

As currency rates, our stock price and our volatility assumptions change, we may record income or expense
to Other Expense related to both the value of the note as well as the value of the embedded derivative: It is
difficult to fordcast changes to other expense as we are unable to predict fluctuations in currency rates, our stock
price and stock price volatility. Refer to Part II, llem 7A—“Quantitative and’ Qualitative Disclosures about
Market Risk” of this Form 10-K. C '

]
Interest and Other Income, net

Net interest and other income of $6.0 million in 2007 increased by $1.8 million compared to $4.2 million in
2006 primarily due 1o interest income on higher average cash, cash equivalents and short-term investment
balances during 2007. The higher cash balances in 2007 were due primarily to net cash proceeds from our
collaboration with Ipsen. In September 2007, we received net cash proceeds of $34.3 from Ipsen in connection
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with an Increlex® milestone payment, net of withholding taxes, and the issuance of a convertible note to Ipsen in
the principal amount of $15.0 million. Additionally, we received gross cash proceeds of $6.9 million in July 2007
from the issuance of common stock to Genentech and'lpsen._ln October 2006, we received net cash proceeds 6{
$89.7 million from Ipsen in connection with sale of equity and Increlex® licensg p'aymems. -

Net interest and other income mcreascd to $4.2 million in 2006 from $2.3 mﬂllon in 2005. The increase was
primarily due to interest income on higher average cash, cash equwalents and short-term investment balances as
a result the cash recelved from our collaboration with Ipsen in October 2006 and the impagt of higher interest
rates in 2006 compared to 2005 ¥ o

We expect net interest and other income to decrease in 2008 as we use cash and short-lcrm mvcstmems 1o
fund our operations, assuming we do not raise additiona! financing during 2008.

Provision for income taxes

The provision for income taxes of $1.0 million and $0.6 million in 2007 and 2006, respectively, represents
French foreign income taxes withheld on a milestone payment and upfront license fee, respecnvely, received
from Ipsen under the Increlex® license. There were no domestic provisions for income taxes in 2007 2006 and
2005 because we have incurred operating losses to date,

T

Liquidity and Capital Resources
Sources of Liquidity . g ’

As of December 31, 2007, we had approximately $113.5 million in cash, cash equwalents and sho?t term
investments. We had an accumulated deficit of $289.2 million, which was primarily comprised of $245.1 million
of accumulated net losses and $44.1 million of a non-cash deemed dividend related to the beneficial conversion
feature of convertible preferred stock. We have funded our operations and growth from inception through
December 31, 2007 primarily from issuance of equity, convertible rotes and the ‘receipt’ of mitestone
payments. To date we have received net cash proceeds of $283.2 million from equity issuances including equity
sold to Ipsen and Genentech. We have issued three convertible notes to Ipsen from which we received net cash
proceeds of $15.0 million, net of the balance which was used to make milestone payments to Ipsen related to the
Somatuline® license and collaboration agreement. In addition, we have received $31.7 million from Ipsen, net of
withholding taxes, for milestone payments related to the Increlex® license and collaboration agreement.

Ipsen Collaboration

On October 13, 2006, we completed the initial closing of the transactions contemplated by the stock
purchase and master transaction agreement we entered into with Ipsen in July 2006. At the closing, we issued
12,527,245 shares of our common stock to an affiliate of lpsen for an aggregate purchase price of $77.3 million
and issued to Ipsen a convertible note in the principal amount of $25.0 million and a warrant to purchase a
minimum of 4,948,795 shares of our common stock, which warrant is ekercisable at any time during the five-
year peried after the initial closing and carries an initial exercise price equal to $7.41 pér share. Under the stock
purchase and master transaction agreement wuh' Ipsen we issued a secon(i_'_ convemble,,note and a third
convertible note to Ipsen in connection with our Somatuline® license and collaboration agreement as described
below. Each of the convertible notes that we issued to Ipsen matures on the later of Octobér 13, 2011 or two
years from the date of notification of non-convert and carries a coupog of 2 % per annum from the date of
issuance, compounded guarterly, and is convertible into shares of our cofimon sock at an initia} conversion price
per share equal to $7.41 per share (or €5.92 per share with respect to the secon?conv,emble note). Together with
the 13,046,346 shares of our common stock that we have issued to Ipsen (and/or an affiliate of Ipsen) to date, the
conversion of all three convertible notes and the exercise of the warrant in full would enable Ipsen to acquire an
ownership interest in us of approximately 40% on a fully diluted basis.
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Pursuant to the licensing agreements we entered into with Ipsen (and/or affiliates thereof) in connection
with the initial closing under the stock purchase and master transaction agreement, we granted to.Ipsen and its =
affiliates exclusive rights to develop and commercialize Increlex® in all countries of the world except the United
States, Japan, Canada, and for a certain period of time, Taiwan and certain countries of the Middle East and
North Africa, and Ipsen granted to us exclusive rights to develop and commercialize Somatuline® Depot in the 4
United States and Canada. Further, we and Ipsen granted to each other product development rights and agreed to
share the costs for improvements to, or new indications for, Somatuline® Depot and Increlex®. In addition, we
and Ipsen agreed to rights of first negotiation for our respective endocrine pipelines. In August 2007, the

European Commission granted marketing authorization for Increlex® in the Evropean Union for the long-term I
treatment of growth failure in children and adolescents with severe Primary IGFD. Under the license and ?
collaboration agreement with respect to Increlex®, Ipsen made an upfront cash payment to us of €9.5 million or ¥
$11.8 million, after tax withholding in Qctober 2006, and paid us an additional milestone of approximately of Bk

€14.3 million or $19.3 million, after tax withholding, in September 2007 for receiving marketing authorization
for Increlex® in the European Union for the targeted product label. Ipsen is our marketing partner for Increlex®

in the European Union. In November 2007, Increlex® was launched by Ipsen in Ipsen’s territory. We are entitled 2
to royalties on Increlex® sales made in Ipsen’s territory on a sliding scale from 15% to 25% of the average net £
sales price, in addition to a supply price of 20% of net sales of Increlex®. g?:.,;

Under the license and collaboration agreement with respect to Somatuline® Depot, we made an upfront
payment of $25.0 million to Ipsen in October 2006, which was financed through the issuance by us of the first
convertible note to Ipsen at the initial closing under the stock purchase and master transaction agreement. In

August 2007, we received marketing approval for Somatuline® Depot in the United States for the targeted B
product label (and the second closing under the stock purchase and master transaction agreement was ' X
consummated). Following rcceipt of the marketing approval, we made a milestone payment of €30.0 million or £

$41.6 million to Ipsen, which was financed through the issuance by us of the second convertible note to Ipsen at

the second closing. The milestone payment was capitalized as an intangible asset and will be amortized over the ;f 5
useful life of the asset. At the second closing, we also issued the third convertible note to Ipsen and Ipsen s
delivered $15.0 million to us, which will be used by us for working capital. We launched Somatuline® Depot in =
the United States in November 2007. We pay royalties to Ipsen, on a sliding scale from 15% to 25% of net sales, gl Rt
in addition to a supply price of 20% of the average net sales price of Somatuline® Depot. ¢
There can be no assurance that we will achieve the anticipated benefits of our collaboration with Ipsen. 3
Further, we would be required to pay to Ipsen the principal amounts, including accrued interest, under ail three i
convertible notes that we issued to Ipsen if Ipsen elects not to convert these notes into shares of our common
stock. For more information on these and other risks and uncertainties related to our coltaboration with Ipsen, see ; ;
. . the sections entitled “Risks Related to Our Business” and “Risks Related to Our Common Stock” under Part I, F;
Item 1A of this Form 10-K. % g
Rl
Genentech Combination Product Collaboration o
Effective as of July 6, 2007, we and Genentech entered into a combination product development and ?%g“
commercialization agreement which governs the worldwide development and commercialization of two "f{_
combination product candidates containing Genentech’s thGH, Nutropin AQ®, and our thIGF-1, Increlex®, for %
the treatment of all indications except those of the central nervous system. Initially, we will be responsible for the ¥
development and commercialization of all combination product candidates under the combination product i ;«%
agreement and have agreed to pay Genentech a royally on net sales of combination products covered by s
Genentech’s (or the parties’ joint) patents, subject to certain opt in rights granted to Genentech as described in %
Note 8, “Combination Product Development and Commercialization Agreement” in the Notes to Financial :v*“j,
Statements of Part II, Item 8 of this Form 10-K. Upon optiag in, Genentech would become obligated to reimburse sy
us for a portion of the development costs incurred since July 9, 2007, and thereafter we and Genentech would i
share future costs and all operating profits and losses, and no royalties will be owed to Genentech. Genentech i
would reccive such profit share in lieu of its royalty payment. As described in Note 8, “Combination Product s
!
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Development and Commercialization Agreement,” in the Notés to Financial Statements, we may receive a cash
milestone payment under certain circumstances and may be entitled o royalties on net sales of certain
combination products. In connection with the entering into of the combination product agreement, we’ |55ued
708,591 shares of common stock to Genentech at price per share of $5.645 pursuant 1o a stock purchilse
agreement we entered into with Genentech, resulting in gross.cash proceeds of approxlmalely $4.0 miilion, and
we may issue up to an additional 1,894,737 shares of commdn stotk-(or up toa maximumy, of $9.0 million of.. .
shares of common stock) to Genentech pursuant to the stock purchase agreement. However, there can be no
assurance that we will receive all or any remaining portion of the anticipated proceeds, including the
reimbursement of development costs, the cash milestone payment and additional proceeds from the sale of shares
of our common stock to Genentech, nor can there be an assurance that we-would achleve the anticipated beneﬁts O
of our combination product agreement with Genentech. Furtheér, we must first obtain Ipsen’s approval 10 issue
shares of common stock to Genentech under the stock purchase:agreement at a price per share less than $4.75
and if we do issue shares to Genentech under the stock purchase agreement at a price per share less than $4.75,
such issuance would trigger certain weighted-average price-based:antidilution adjustments to the convertible
notes and warrant we issued to Ipsen. -Please refer to Note 8, “Combination *Product Development ‘and
Commercialization Agreement,” in’ the Notes to Financial Statements for more detail on the terms of the
combination product agreement and stock purchase agreement. :

Ipsen Purchase Agreement

In conjunction with our is‘suanceb of 708;591 shares of common stock to Genentech, we issued 519,101
shares of common stock to Ipsen in July 2007 at price per share of $5.63, resulting in gross cash proceeds of
approximately $2.9 million. The shares of common stock issued to Ipsen were acquired by Ipsen in exercise of
certain pro rata purchase rights in connection with our issuance of shares to Genentech. Under the terms of an
affiliation agreement we entered into with ]psen in October 2006, Ipsen has a right of first offer to purchase wp to
its pro rata portion of new equity securities offered by us (subject to certain exccpllons) Although lpsen
purchased additional shares.of common stock from us in exercise of certain pro rata purchase rights granted to
Ipsen under the terms of our afﬁllatlon agreement with Ipsen, we cannot assure that Ipsen will exercise such
rights if we issue additional shares of common stock to Genentech pursuant to the stock purchase agreement with
Genentech.

Committed Equity Financing Facility :

Under the-terms of a committed equity financing facility, or CEFF, we entered into with 'angsbn'dge
Capital Limited, or Kingsbridge, Kingsbridge committéd to purchase a maximum of approximately 6,000,000
newly issued shares of our common stock over a three-year period beginning in October 2005, for cash up to an

~ aggregate of $75.0 million, subject to certain conditions. We may draw down under the CEFF in tranches of up
to the lesser of $7.0 million or 2% of our market capitalization at the time of the draw down of such tranche,
subject to certain conditions. The common stock to be issued for each draw down will be issued and priced over
an eight-day pricing period at discounts ranging from 6% to 10% from the volume weighted average price of our
common stock during the pricing period. During the term of the CEFF, Kingsbridge may not short our stock, nor
may it enter into any derivative transaction directly related to our stock. The minimum acceptable purchase price,,
prior to the application of the appropriate discount for any shares to be sold to Kingsbridge during the eight-day
pricing period, is determined by the greater of $3.00 or 90% of our closing share price on the trading day
immediately prior to the commencement of each draw down. In.connection with the CEFF, we issued a warrant
to Kingsbridge to purchase up to 260,000 shares of our common stock at an exercise price of $13.42 per share.
We intend to exercise our right to draw down amounts under the CEFF, il and to the extent available, at such
times as we have a need for additional capital and when we believe that sales of our common stock under the
CEFF provide an appropriate means of raising capital. However, Wwe are not obllgated to sell any of the $75.0
million of common stock available under the CEFF, and there are no mlmmuzn co}nmnmemq or minimum use
penalties. Under the terms of an affiliation agreement we entered into pursuant to our collaboration with Ipsen,
- we have only a limited ability to raise capital through the sale of our equity securities, including pursuant to the
CEFF, without first obtaining Ipsen's approval. !
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Cash Flow

Yecars ended December 31,

2007 2006 2005
(In thousands)
Net cash provided by (used in): .
Operating aclivities .. ... ...ttt ean $(34,265) $(67,464) $(43,366)
Investing aCtivItIEs - . ... .. ..ottt e e 2,112 (41,781)  (7.704)
Financing activities ................ S 64,167 134,767 51,761
Net change in cash and cash equivalents . .. ............ ... ............. $32014 §$ 25522 § 691

Cash, cash equivalents and short-lerm investments totaled $113.5 million at December 31, 2007, compared
to $125.6 million at December 31, 2006 and $58.6 million at December 31, 2005. The net decrease in cash, cash
equivalents and short-term investments of $12.1 million in 2007 was due primarily io cash used in operating
activities of $34.2 million as discussed below, partially offset by ‘proceeds received from Ipsen associated with
our collaboration agreement and tssuances of stock also discussed below. :

Cash and cash equivalents totaled $72.4 million at December 31, 2007, compared to $40.3 million at
December 31, 2006 and $14.8 million at December 31, 2005. The increase in cash and cash equivalents in 2007
was primarily due to proceeds from a milestone payment received from Ipsen of $19.3 million, net of
withholding taxes, the issuance of a convertible note in the principal amount of $15.0 million to Ipsen, and the
issuance of $6.9 million of common stock to Ipsen and Genentech. Further, we issued a convertible note to Ipsen
in the principal amount of €30.0 million or $41.6 million, which was used to finance ocur milestone payment
obligation to Ipsen. The increase in 2006 was primarily due to net-proceeds of $34.2 million from the issuance of
our common stock in a public offering in January 2006 and net proceeds of $100.0 million, net of issuance costs,
from the issuance of common stock and a convertible note in the principal amount of $25.0 million to Ipsen,
partially offset by cash used in operating activities of $67.4 million.

Operating Activities

Net cash used in operating activities totaled $34.2 million in 2007. Cash used in operating activities during
2007 was primarily driven by our net losses from operations of $40.5 million adjusted for the non-cash
compensation charge of $5.9 million related to our adoption of SFAS No. 123R, as well as $3.8 million related to
amortization of the discount and non-cash losses on our Euro-denominated convertible note we issued to Ipsen
and non-cash losses on the associated embedded derivative, and by cash used to build inventories of $8.5. The
increase in inventories was primarily due to the manufacture of Increlex® and purchases of Somatuline® Depot
which were partially funded by an increase in accrued expenses.

Net cash used in operating activities totaled $67.5 million in 2006 which was comprised of net loss of $83.0
million adjusted for the non-cash compensation charge of $5.7 million related to our adoption of SFAS No. 123R
and the increase in our inventory balance; partially offset by the $12.4 million received from Ipsen for the
upfront Increlex® license fee. Cash used in operating activities totaled $43.4 mitlion in 2005 which was primarily
driven by our net losses from operations of $46.2 million and included the receipt of a $1.0 million
reimbursement from our landlogd for facility improvements which was recorded as deferred rent.

Investing Activities

Net cash provided by investing activities totaled $2.1 million in 2007. Cash provided by investing activities
represented net proceeds from purchase, sales and maturities of investments, almost completely offset by
milestone payments made of $42.1 million under our licensing agreements with Ipsen for Somatuline® Depot and
Genentech for Increlex®, and purchases of property and equipment of $0.9 million.
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Net cash used in investing activities totaled $41.8 million in 2006 and $7.7 million in 2005, respectively.
Cash used in investing activities in 2006 and 2005 represented net purchases, sales and maturities of short-term
investments of $40.7 million and $5.2 million, respectivety, and purchases of equipment of $1.1 million and $2.8
million, respectively.

Financing Activities

Net cash provided by financing activities totaled $64.1 million in 2007. Cash proﬁ('i'ed by financing
activities was primarily due to the issuance of two convertible notes to Ipsen in the-principal amounts of
€30.0 million, or $41.6 million (used to fund a milestone payment to Ipsen) and $15.0 million, respectively, and
the issuance of common stock to Ipsen and Genentech of $6.9 million, as well as issuances of common stock
under our equity compensation plans of $0.6 million.

Net cash provided by financing activities totaled $134.8 million in .2006. Cash provided by financing
activities was primarily related to net proceeds received from the issuance of common stock to Ipsen of $75.5
million, our January 2006 public offering of common stock of $34.2 million, net proceeds from the issuance to
Ipsen of a convertible note of $24.5 million, as well as issuances of common stock under our equity
compensation plans of $0.5 million.

Net cash provided by financing activities totaled $51.8 million in 2005. Cash provided by financing
activities was primarily due to cash proceeds received from our February 2005 public offering of common stock
of $51.1 million and issuances of common stock under our equity compensation plans of $0.8 million.

We expect capital outlays and operating expenditures (o increase over the next several years as we expand
our operations. We believe that our cash, cash equivaleﬁls and short-term investments as of December 31, 2007
as well as internally generated funds will be sufficient to meet our projected operating and capital expenditure
requirements through at least 2008 based on our current business plan. However, our future capital needs and the
adequacy of our available funds will depend on many factors, including:

» changes to our business plan;

* our ability to market and sell sufficient quantities of Increlex® and Somatutine® Depot at the anticipated
level,;

* the commercial status of the Increlex® bulk drug manufacturing operations at Lonza Baltimore, Inc. and
Lonza Hopkinton Inc., including the success of our cGMP production activities; .

s the success of Iiictelex® final drug product nianufacturing;

+ the costs, timing and scope of additional regulatory approvals for Increlex® use in Primary IGFD and/or
other regions;

= Ipsen’s abilily to supply Somatuline® Depot to us in sufficient quantities;
* the costs, timing and scope of additional regulatory approvals for Somatuline® Depot;

* Ipsen’s ability to market and sell sufficient quantities of Increlex® in the licensed territories at the
anticipated level;*

* any required repayment of the convertible notes we issued fo Ipsen;
« the status of competing products;

¢ the rate of progress and cost of our future clinical trials and other research and development activities,
including research and development activities and clinical trial costs in connection with our growth
hormone/IGF-1 combination product candidates; and

« the pace of expansion of administrative and legal expenses.
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Due to the significant risks and uncertainties inherent in the manufacturing, clinical development and
regulatory approval processes, the costs to complete our projects through product commercialization are not
accurately predictable. Results from regulatory review, manufacturing operations and clinical trials may not be
favorable. Further, data from clinical trials is subject to varying interpretation, and may be deemed insufficient
by the regulatory bodies reviewing applications for marketing approvals. As such, our development projects are
subject -to risks, uncertainties and changes that may significantly impact cost projections and timelines. As a
result, our capital requtrements may increase in future periods.

We expect that we will requ1re and will attempt to raise additional funds through equity or debt financings,
collaborative arrangements with corporate partners or from other sources, including potentially the CEFF.
However, there can be no assurance that additional financing will be available when needed, or, if available, that
the terms will be favorable. In addition, under the terms of an affiliation agreement we entered into pursuant 1o
our collaboration with Ipsen, we have only a limited ability to raise capital through the sale of our equity without
first obtaining Ipsen’s approval. Although we have entered into a stock purchase agreement with Genentech
pursuant to which we may issue up to an additional 1,894,737 shares of common stock (or up to a maximum of
$9.0 million of shares of common stock) to Genentech, such issuances are subject to various conditions,
including a Genentech opt in and the achievement of a regulatory approval milestone, and there can be no
assurance that we will receive additional funds from Genentech pursuant to the stock purchase agreement. If
additional funds aze not available, we may be forced to curtail or cease operations.

Contractual Obligations and Commercial Commitments

Our contractual obligations as of December 31, 2007 were as follows (in thousands):

Payment due by Period
Less than More than
Total 1 Year 1-3 Years 3-5 Years 5 Years

Contractual Obligations

Operating lease obligations(1) ...................... $ 4,075 $ 1,058 $2208 3% 809 $—
Long-term debt obligations(2) ............... e 84,224 — — 84,224 —
Purchase obligations(3) ............. ... .. ... ... ... 16,792 16,792 — — —
Interest expense on long-term debt(2) ................ 9,650 9,650

................... $114,741 $17,850 $2,208 $94,683 5—

Total contractual obligations

(1) Our obligations for operating leases include leases for our present office facilities and office equipment. In
2005, we obtained a $340,000 irrevocable letter of credit in conjunction with the lease agreement covering
our present facilities. This irrevocable letter of credit is collateralized for the same amount by cash, cash
equivalents and short-term investments held in a Company bank account and has been recorded as restricted
cash. The lease agreement covering our present facilities expires October 2011 and includes an option to
renew for five years. Please refer to Note 7, “Commitments and Contingencies,” in the Notes to Financial
Statements of Part II, Item 8 of this Form 10-K for further discussion regarding our future operating lease
commitments.

{(2) Other long-term debt obligations refers to the long-term convertible notes issued to Ipsen, which accrue
interest at a rate of 2.5% per year, compounded quarterly, and are convertible into our common stock at an
initial conversion price of $7.41 per share (or €5.92 per share with respect to the Euro-denominated
convertible note we issued to Ipsen), subject to adjustment. The balance as of December 31, 2007 included
accrued interest of $1.2 million. The entire principal balance and accrued interest under these convertible
notes is due and payable on the later to occur of (i} October 13, 2011 or (ii) the second anniversary of the
date on which Ipsen (or a subsequent holder of these convertible notes) notifies us that it will not convert
these convertible notes in full. However, Ipsen (or subsequent holders of these convertible notes) is entitled
to declare all amounts outstanding under these convertible notes immediately due and payable under certain
circumstances. Please refer to Note 6, “Long-Term Debt—Convertible Notes,” in the Notes to Financial

Statements of Part II, Item & of this Form 10-K for further discussion regarding the long-term convertible
notes we issued to Ipsen.
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(3) Purchase obligations include commitments related to manufacturing operations. Includes our purchase
obligations under our contract manufacturing arrangements with Lonza Baltimore, for bulk supply of
Increlex®, and with Hospira Worldwide, Inc., for commercial and clinical quantities of Increlex®. Also
includes our purchase obligations under our agreement with Lonza Hopkinton. Pursuant to our agreement
with Lonza Hopkinton, we have a non-cancelable obligation to pay Lonza Hopkinton a capacity reservation

-~ fee related to the technology transfer of manufacturing facilities in the amount of $5.0 million, of which we
paid $1.3 million in May 2007, and the remaining $3.7 million will be paid on qr before April 1, 2008. In
connection with the initiatin of constiuctielf -and purchasing of equipment and other site development
activities, Lonza Hopkinton will bear upfront costs of $6.6 million which we would have to reimburse a
portion of in the event we do not fulfiil our commitment to purchase a certain number of commercial drug
substance batches. Further, we have an obligation to pay Lonza Hopkinton approximately $1.0 million on or
before April 1, 2008 for the production of bulk thIGF-1 conformance lots, exclusive of required materials.
As we reach certain future milestones, we may be committed to commercial production of Increlex® on a
time and materials basis and per batch basis. Please refer to Note 7, “Commitments and Contingencies —
Manufacturing Services Agreements,” in the Note to the Financial Statements of Part II, Item & of this Form
10-K for further discussion regarding our purchase obligation commitments.

Under our agreement with Ipsen for Increlex®, we are required to provide Ipsen with 100% of their
Increlex® supply 1o meet their demand and development activities through the term of our agreement with Ipsen
for Increlex® which extends 15 ycars from the first commercial sale by Ipsen (which first occurred in November
2007. Under our agreement with Ipsen for Increlex®, we granted to Ipsen an exclusive option for Ipsen to make
or have made their Increlex® supply if we fail to provide drug product in accordance with the terms of our
agreement with Ipsen for Increlex®.

Itém 7A. Quantitative and Qualitative Disclosures About Market Risk.

The primary objective of our investment activities is to preserve our capital for the purpose of funding
operations while at the same time maximizing the income we receive from our investments without significantly
increasing risk. To achieve these objectives, our investment policy allows us to maintain a portfolio of cash
equivalents and short-term investments in a variety of securilies, including auction rate debt securities,
commercial paper, federal agency bonds, repurchase agreements and money market funds.

Interest Rate Risk

As of December 31, 2007, we held $72.4 million in cash and cash equivalents consisting of highly liquid
investments having original maturity dates of less than 90 days. Declines of interest rates over time would reduce
our interest income from our highly liquid short-term investments. Based upon our balance of cash and cash
equivalents, a decrease in interest rates of 100 basis points would cause a corresponding decrease in our annual
interest income of approximately $0.7 million for these investments. Due to the nature of our highly liquid cash
equivalents, a change in interest rates would not materially change the fair market value of our cash and cash
equivalents.

g . .
As of Déﬁg%%r}l; 2007, we held $41.1 million in short-term invesiments, which consisted primarily of
money market f#fids held by large institutions in the United States, federal agency bonds, commercial paper,
corporate bonds and asset-backed securities maturing in less than twelve months. The weighted average interest
rate of our investments held was approximately 5.3% during 2007. A decline in interest rates over lime would
reduce our interest income from our short-term investments. A decrease in interest rates of 100 basis points
would cause a corgspongding decrease in our annual interest income of approximately $0.4 million for these
investments. Due to thé nature of our highly liquid cash equivalents, a change in interest rates would not
materially change the fair market value of our short-term investments.
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The Euro-denominated convertible note we issued to Ipsen was recorded at €21.5 million or approximately
$30.7 million, net of discount and including accrued interest, ac December 31, 2007. The face value of the note is
€30.0 miltion plus accrued interest of €0.2-and the discount of €8.7 million 'Will be accreted over the life of the
convertible note. The convertible note accrues interest at a rate of 2.5% per year, compounded quarterly until
maturity in October 2011. As currency rates change, the net recorded value of the convertible note (which will
also be increasing in value due to the accretion of the discount and accrued m[erest) will be revalued, and the
corresponding translation adjustment will be recorded in the statements of operations. A hypolhetlcal change of
10% in currency rates could result in an adjustment to the consolidated statements of operations of approximately
$3.2 million. Upon maturity of the convertible note in October 2011, if the holder of the note chooses to not
convert, we would be required to repay the convertible note of €33.2 million which includes accrued interest” A
hypothetical change of 10% in currency rates could result in our paying $4.9 million more or less in cash than
anticipated upon issuance of the convertible note.

Associated with the issuance of this convertible note to Ipsen, we recorded a derivative liability due to-a
conversion option denominated in a foreign currency. The terms of the convertible note include a conversion
option not under our control. This conversion option is considered to be an embedded derivative liability and we
determined the fair value of this derivative to be €9.2 million or approximately $12.8 miilion on the date of
issuance, or September 17, 2007. Due (o the quarterly revaluation of the embedded derivative liability and due to
foreign currency revaluation, we recorded in our statements of operations other expense of $1.3 million for the
year ended December 31, 2007. At December 31, 2007, the embedded derivative liability was valued at
€9.6 million or approximately $14.1 million. We determine the fair value of the derivative liability using the
Black-Scholes-Merton valuation model. The valuations are based on the information available as of the various
valuation dates. Factors affecting the amount of this liability include the market value of our common stock, the
conversion price of note, volatility of our common stock, the expected life, the Euro to U.S. dollar currency
exchange rate and the risk-free interest rate. A change in the market value of our common stock could have a
significant impact on the results of our operations; however, there would not be any impact on our cash flows. A
hypothetical change of 10% in currency rates could result in an adjustment to the statements of operations of
approximately $1.4 million,
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Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders of
Tercica, Inc.

We have audited the accompanying balance sheets of Tercica, Inc. as of December 31, 2007 and 2006, and the
related statements of operations, stockholders’ equity, and cash flows for each of the three years in the period
ended December 31, 2007. These financial statements are the responsibility of the Company’s management. Our
responsibility is to express an opinion on these.financial statements based on our audits. :

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight -Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on-a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also-includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presenlauon We believe that our audlts provide a reasonable ba51s for our opinion.

In our opinion, the ﬁnancml Statements referred to above present fairly, in-all material respects, the financial
position of Tercica, Inc. at December 31, 2007 and 2006, and the results of its operations and its cash flows for
each of the three years in the penod ended December 31, 2007, in conformity with U.S. gcneral!y accepted
accounting principles.

As discussed in Note 2 to the financial statements, in 2007, Tercica, Inc., changed its method of accounting for
stock-based compcnsauon as of January 1, 2006.

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of Tercica, Inc.’s internal control over financial reporting as of December:31,
2007, based on criteria established in Internal Control-Integrated Framework - issued by the Commiitee of
Sponsoring Organizations of the Treadway Commission and our report dated February 27, 2008 expressed an
unqualified opinion thereon. -

/s/ ERNST & YOUNG LLP

Palo Alto, California -
February 27, 2008

75

UL G g e s e b



N

o s T R I LA St froy
KB IRy Pt
R AR el o LLAR.r R e T AN

Report of Independent Registered Public Accounting Firm

The Board of Directors and Stockholders of
Tercica, Inc.

We have audited Tercica, Inc.’s internal control over financial reporting as of December 31, 2007, based on
criteria established .in Internal Control—Integrated Framework -issued’ by the Committee of Sponsoring
Organizations of the Treadway Commission (the COSO criteria). Tercica, Inc.’s management is responsible for
maintaining effective internal control over financial reporting and for its.assessment of the effectivéness of
internal control over financial reporting. Our responsibility is (o express an opinion on company’s internal
control over. financial reporting based on our audit. : -

We conducted our audit in accordance with the standards of the Public. Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable-assurance about
whether effective .internal control over financial reporting was maintained in all material respects. Our audit
included obtaining an-understanding of internal control over financial reporting, assessing the risk that a material
weakness exists, testing and evaluating the design and operating effectiveness of internal control, and performing
such other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion. :

A company’s internal control over financial reporting is a process designed to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2} provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statements in accordance
with generally accepted:accounting principles, and that receipts and éxﬁenﬂitures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3) provide reascnable
assurance, regarding prevention or timely detection of. unauthorized .acquisition, -use, .or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of its inherent limitations, internal control over financial reporting may not prevent or detect
misstatements. Also, projections of any evaluation of effectiveness to future periods are subject to the risk that
controls may become inadequate because of changes in conditions, or that the degree of compliance with the
policies or procedures may deteriorate.

In our opinion, Tercica, Inc. maintained, in all material respects, effective internal control over financial
reporting as of December 31, 2007, based on the COSQ criteria,

We also have audited, in accordance with the standards of the Public Company Accounting Oversight Board
{United States), the balance sheets as of December 31, 2007 and 2006, and the related statements of operations,

stockholders’ equity, and cash flows for each of the three years in the period ended December 31, 2007 of
Tercica, Inc. and our teport dated February 27, 2008 expressed an unqualified opinion thereon.

/s/ ERNST & YounG LLP

Palo Alto, California
February 27, 2008
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TERCICA, INC.
BALANCE SHEETS
(In thousands, except share and per share data)
1 December 31,
2007 2006
Assets
Current assets: . . .
Cash and cashequivalents .......... ... ... .. .ccccvirirunnnnn.. P $ 72353 §$ 40,339
Short-term investments . . ... ... ... i i e i 41,132 85,236
Accounts receivable—(net of allowances: 2007 - $44; 2006 - $8; including .
amounts from related parties: 2007 - $165;2006-30) .................. L 1,607 335
Inventories ........ @t s e e e e e e e e . 13,891 5,092
Prepaid expenses and other-current assets ................ e 2,117 1,948
Total currentassets ........ ... .. ... .. . i i 131,100 132,950
Property and equipment, net .. .......................... N ... 3,023 3,861
Intangible asSets ... ... . . e e e e . 41,672 —
Restrictedcash . ... ... .. ... . . . . i i i i, 440 340
OUhET BSSELS . . L o ettt o ettt e e et e e e e e T 448 536
Total aS5etS ...\ \ et e e e $ 176,683 3 137,687
Liabilities and stockholders’ equity ‘
Current liabilities: . . '
Accounts payable ............... e e $ 2366 3 2457
AcCried BXPenSES . .. ... e ' 11,539 6,214
Liability for early exercise of stock options ............ .. ...t iiannnnnn. - 32
"Other current liabilities . ............. ... ... ... e 310 - 290
Deferred revenue, less long-term portion . ... ... ... ... . . i e, 881 776
Total current liabilittes .. ...................... P 15,096 9,769
Long-term convertible notes, net (refertoNote 6) . .......... .. .. ... oo, 86,691 25,172
Deferredrent . ............ P 1,062 1,363
Deferred revenue, long-term portion ............... B - 10,675 11,452
Total liabilities .......... ... i i it PR 113,524 47,756

Commitments and contingencies
Stockholders’ equity: ’
Preferred stock, $0.001 par value; 5,000,000 shares authorized, 1,000,000 shares
" designated as Series A junior participating preferred stock, no shares issued and
. outstanding at December 31,2007 and 2006 .............. ... ..o, — —
Common stock, $0.001 par value: 100,000,000 shares authorized; 51,532,229 and

50,141,776 shares issued and outstanding at December 3 i, 2007 and 2006,

TeSPeCHIVELY . ... 52 50
Additional paid-incapital ... ... ... ... ... . . .. ... 352,278 338,608
Accumulated other comprehensive income ............... e 33 11
Accumulated defiCit . ... ... . e (289.204) (248,738)

Total stockholders” equity .. ... ... L e e 63,159 89,931
Total liabilities and stockholders’ equity .............. ... . ... ........ $ 176,683 3 137,687

See accompanying notes.
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TERCICA; INC.

STATEMENTS OF-OPERATIONS
(In:thousands, excépt per.share data)

Year Ended December 31,
2007 2006 2005
Net revenues:
Net product sales (including amounts from related parties:

2007 - $324; 2006 - $0) - - $ 9,809 %1315 $ —
Licenserevenie ............ . it 2L119 - 194 - =
Royalty revenue (including amouits from related pa:mes 2007 - $43 et :

2006-50) ... el Cleeias 51 v — —

Total net revenues ... S e S e 309797 L,509 ’ —
Costs and expenses: ‘ ‘ ‘ . ,. '
Costofsales ............. ST U . 5540 © L1667 —
Manufactunr_lg start-upcosts ............... e S 3065 0”7 —i =
Research and development* .......... S, e ©T19,136 42,034 21,587,
Selling, general and administrative* ., , . e ... 43,186 44248 25,913
Amortization of intangibles ........... e 468 — —
Total CoSts and EXPENSES .. . ..o\ttt 71,395 87,949 47,500
LOSS fIOM OPErationS .. ... ... oounm ettt (40,416) ' (86,440)  (47,500)
Interest BXpense .. ...... .. .t (1,937 (162) (1,080)
Other EXPENSE .\ vttt sttt ie e e e aon T = =
Interest and other income, Dt . ...............ouae...: U . 5975 ¢ 4226 2,347
‘ Loss before income taxes .............. e e SR | (39449)  (82376)  (46,233)
Provision for incOme taxes . .. ....ooveeennn... R (LO17) 621y | —
Netloss ........... e $(40,466) $(82,997)  $(46,233)
Basic and diluted net losspershare.................... el oo F 080 $ .09 $ (1.51)
Shares used to compute basic and diluted net loss per share ......... ... 50717 39,789 H 30 590
* Includes stock-based compensation expense as follows: o o
~ - Research and development .. .............0iiiiiniiniiinnnn. $ 1,799 © $ 2,043 $°1,188
Selling, general and administrative ........ EET TR e peaees 4,070 3,680 1,006
TOtal «. e e, 85869 8 5723 § 2,194

See accompanying notes.
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TERCICA, INC,
STATEMENTS OF CASH FLOWS
{In thousands)
Year Ended December 31,
2007 2006 2005
Cash flows from operating activities:
Netloss ..o it e S $ (40466) $(82,997) $ {46,233)
Adjustments (o reconcile net loss to net cash-used in operating activitics: : . .
Depreciation and amortization .. ... vt uu e e e a e . 1,640 I.162 707
Loss on disposal of property and equiPment .. ..... ..o ir ittt — i2! 76
(Accretian) / Amortization of (discounts} Ipremmms relating to avm[ab]c-for-sale securities ..... (1,018) {756) {701)
Stock based cCOMPENSAtON . ... .. ... T e e, 5,869 5723 2,102
Amommuonofdebl1ssuancecosts................................._ ................. 128 28 1,002
Amontization of discount on convertible note .....:.... e e 753 —_ _—
Amortization of infangibles . ... ... .. e e 468 — -
F/X gain (loss) on convertiblenote ............... ... .., [ FTRTPUPI 1,787 — —
Denvauvegzun(loss)...........:..............'. ............... e e COI284 7 — —_
» Commitment fee writicn-off duc to termination of senior credit facility .. .. .................. - - 75
Stock compensation to consultants in exchange for services . . ............. e — - 72
OUNEr o e e e e B — 23
Changes in operating assets and liabilities: ' ' " : !
Prepaid expenses and otherassets ............... ... ... B N [P (209) . (300} (938)
Accounts receivable, mel ... e {1,272) (335) —_
Inventories *. . ... ... it e P e (8,406) (3.372) (1,636)
Restricted cash ... oo . e (100) — (340)
Accounts payable . ... e (28] 212 (1,722)
ACCTUB BXPEIISES . ...\ttt i e . 5325 464 2,718
ety e U (281) 24 1429
F T 1 ¢ 2o I £ (1T (670) 12,226 —
Interest payable (long-term) . ....... ... ... .. ... 0. .. A 1,054 136 -
Net cash used in‘operaling activities ........ e e e e S (34,265 (67,464) - (43,366) o]
Cash flows from investing activities: " " ’ ’ - ‘ ) §
Purchases of property and equipment . ... ... ... . it (892) (1,123) (2,838) -
Proceeds received from sale of eQUIPMEDT . . ... ... ... .ttt e — — 300 =
Milestone payment to collaboration partners ... ... .. ... e (42,140} 5..
Purchases of available-for-sale securities .. ... ...... ... ... ..o iun.... eeeeeaaeeeteaas (117,289 (92,294) -(110,641) )
Proceeds from maturities and sales of avatlable-for-sale securities . ... ........ ... .. ... . ... .. 162,433 51,636 105,475
Net cash used in investing aCtivitiBS . . ... . ... ittt i 2,112 (41,781) (7,704)
Cash flows from financing activities: . . . . . :
Proceeds from issuance of convertible note, net of ISSUANCE COSIS . . ... ov'unernrerernenneennnns 56,640° 24,555 —
Proceeds froin issuance of common stock, excluding early exercised options ........... e e 594 ‘519 806
Proceeds from early exercised opuons ....................... e e .. — 23 —_
Repurchases of unvested early exerciied opu_ons ........ e e — — (1}
Payment of commitment fees for senjor credit facility ........... e N - _ (76)
Net proceeds from public offerings of commonstock ... ... . ... g _ 34,186 51,142
Net proceeds from the sale of common stock toIpsen, S.A. ... ... . . . i 029313 75,484 —
Net proceeds from the sale of common stockto Genentech ... ...... ... ... .. iiirririeneennn. " 4,000
Net cash provided by financing activities . . ... .. ... ... i e e ; 64,167 134,767 51,761
Net increase in cash and cash equivalents .. ......cooiio v e e iiaeiaennt 32,014 25522 691
Cash and cash equivalents, beginming of year ... ... e 40,339 14,817 14,126
Cash and cash equivalents, end of year ....... S e e e b $ 72353 $ 40339 § 14817
Supplemental schedule of noncash activities: '
Cash paid during the year for: ) , ) )
Taxespaid ............. . ... e [P $ 1,017 § 632 § —
Cash paid forinterest .............. L e — — 75
Non-cash investing and financing activities:
Increase in common stock from vesting of early exercises of stock options .. ................. ... $ 33§ 84 3 140
Issuance of common stock for senior credit facility . ... ... .. .. . il e — _ 1,001
Issuance of warrant in connection with committed equity financing facility ...l - — 1,196
Issuance of warrant in connection with Ipsen transaction ................... ... ... ... ....... — 13,622 —
Deferred stock compensation, net of forfeitures ... ......... ... iiii — - (1,695)
Bifurcation-of embedded derivative ............. S © 12,797 — —
See accompanying notes.-
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS

1. Description of Business

v

Company

Tercica, Inc. (the “Company”) is a biopharmaceutical company developing and marketing a portfolio. of
endocrine products. The Company currently has the following' products and product - candldates in its
commercialization and development portfolio:

» Increlex®, which is approved for marketing in both the United States and the European Union;
+ Somatuline® Depot, which is approved for marketing in both the United States and-Canada; and

« Two product candidates containing different combinations of Genentech Inc's recombmam human
growth hormone, or rhGH, and recombinant human insulin-like growth .factor-1, or rhIGF-1 (i.e.,
Increlex®). One product candidate is for the treatment of short stature associated with low LGF-1 levels
and the other product candidate is for the treatment of adult growth hormone deficiency (AGHD). In
January 2008, the Company initiated dosing of patients with Genentech, Inc.’s thGH (Nutropin AQ®)and
Increlex® in a Phase i study for the treatment of short stature associated with low IGF-1levels.

Use of Estimates and Reclassifications

The preparation of financial statements in conformity with accounting principles generally accepted in the
United States requires management to make estimates and assumptions that affect the amounts reported in the
financial statements and accompanying notes. Actual results could differ from those estimates.

2. Summary of Significant Accounting Policies
Recent Accounting Pronouncements

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, Fair Value
Measurements, or SFAS No. 157. SFAS No. 157 defines fair value, establishes a framework for measuring fair
value in generally accepted accounting principles, and expands disclosures about fair value measurements. SFAS
No. 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007, and
interim periods within those fiscal years. The Company is currently evaluating the impact of adoptling SFAS
No. 157 on its financial position or results of operations.

In June 2007, the EITF ratified the consensus on EITF Issue No. 07-3, Accounting for Nonrefundable
Advance Payments for Goods or Services to Be Used in Future Research and Development Activities (“EITF
07-37). EITF 07-3 concludes that nonrefundable advance payments for future research and development
activities should be deferred and capitalized and recognized as expense as the related goods are delivered or the
related services are performed. EITF 07-3 is effective for fiscal years beginning after December 15, 2007,
including interim periods within those fiscal years. The Company expects that the adoption of 07-3 will not have
an impact on its financial position or results of operations. :

In December 2007, the Securities and Exchange Commission (“SEC”) issued Staff Accounting Bulletin
No. 110 (“SAB 110). SAB 110 is effective on January 1, 2008, and expresses the views of the staff regarding the
use of the simplified method, as discussed in SAB No. 107, in developing an estimate of the expected term of
“plain vanilla” share options in accordance with SFAS No. 123R. The Company is currently evaluating the
impact of applying the provisions of SAB 110 on its financial statements.
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—(Continued)

Cash, and Cash Equivalents, Short-Term Investments and Restricted Cash

The Company has classified its “entire investment ‘portfolio as available-for-sale. All highly liguid
investments with a remaining maturity of 90 days or less at-the date’of purchase are considered to be cash
equivalents. Cash equivalents are carried at-cost, which approximates fair value. The Company’s cash
equivalents include interest-bearing money market funds. The Company’s short-term investments primarily
consist of readily marketable debt securities with remalmng maturities -of more than 90 days at the time of
purchase but not exceeding one year. :

Fair Value of Financial Instruments

The fair value of the Company"s cash equivalents and marketable securities is. based ,dn quoted market
prices. The carrying amount of cash equivalents and marketable securities is equal to their respective fair values
at December 31, 2007 and 2006. :

Other financial instruments, including accounts receivable, accounts payable and accrued expenses, are
carried at cost, which the Company believes approximates fair value because of the short-term maturity of these
instruments. The fair value of the Company’s convertible debt was $72.6 -million- and $25.2 million at
December 31, 2007 and 2006, respectively.

Valuation of Derivative Instruments

The Company issued a convertible note in September 2007 for €30.0 million or $44.2 million. The terms of
the note provide that the holder may convert the note into shares of the Company’s.common stock based upon a
fixed Euro amount per share. Because the conversion option is not fixed in the Company’s functional currency
{(the U.S. dollar), the conversion option is not considered indexed to the Company’s stock. Therefore, under
SFAS No. 133, Accounting for Derivative Instiuments and Hedging Activities, the Company accounts for the
conversion option as an embedded derivative that is bifurcated and measured separately from the convertible
note (the host instrument). The note is denominated in Euros and the liability must be remeasured into U.S.
dollars each quarter end based upon the then current Euro-U.S. dollar exchange ratio. The embedded derivative
~ - has a carrying value of €9.6 million or $14.1 million at December 31, 2007. Remeasurement of the liability is
recorded as foreign currency gains or losses in other income and expense in the accompanying statements of
operations. The Company estimates the fair value of its derivative liabilities each quarter-end using the Black-
Scholes-Merton. valuation model. This model is complex and requires significant judgments in’the estimation of
fair values based on various factors including the Company’s current stock price and stock price volatility, the
volatility of the Euro against the US dollar, and other assumptions. Changes in the fair value of the embedded
conversion option are recorded as non-cash gaing and losses within other income and expense in the Company’s
statements of operations with offsetting amounts classified on the balance sheet in the convertible note host debt
instrument. Changes in the fair value of the embedded conversion option can have a material impact on the
Company’s financial statements. Upon conversion of the note into the Company’s common stock in accordance
with its terms or payment or expiration of the convertible note, the host debt instrument including the fair value
of the embedded conversion option will be reclassified into common stock and additional paid in capital at then
current estimated fair values. The timing of any such conversion is outside of the Company's control.

o
-
=
-
=
=
=1
—
—
f—
0
-

The embedded derivative liability does not qualify for hedge accounting under SFAS 133, and therefore,

subsequent changes in fair value are recorded as non-cash valuation adjustments within other expense in the
statements of operations.
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—(Continued)

Trade Accounts Receivable

+ Trade accounts receivable are recorded at the invoiced amount. The- Company performs evaluations of its
customers’ financial condition and generally does not require collateral. The Company makes judgments as to its
ability to collect outstanding receivables and provide allowances for the portion of receivables when collection
becomes doubtful. The Company has not recorded reserves related to the collectibility of its trade accounts
receivable for the years ended December 31, 2007 -and 2006. All allowances recorded are based on estimated
discounts providpd‘to the Company’s customers who pay their invoices within specified net payment terms.

Inventories

Inventories are stated at the lower of cost or market. Cost is determmed usmg lhe ﬁrst-m first-out basis. The
valuation of inventory requires-the Company to estimate obsolete or excess inventory based on analysis of future
demand’for 'the Company’s products. Die to the nature of the Company’s business and our target market, we
believe levels of inventory in the distribution channel is not significant, and changes in demand due to price
changes from competitors and the introduction of new products are not significant factors when estimating the
Company’s excess or obsolete inventory for Increlex® but can be significant factors in estimating excess or
obsolete inventories. for Somatuline® Depot.. If inventory costs exceed expected market value due to
obsolescence or lack of demand, inventory write-downs may be recorded as deemed necessary by management
for the difference between the cost and the market value in the period that impairment is first recognized.
Inventories may include products manufactured at facilities awaiting regulatory approval and are capitalized
based on management’s judgment of probable near term regulatory approval. In addition, inventories include
employee stock-based compensation expenses capitalized under FAS 123R.

In general, the process for evalvaling - whether there exists excess or obsolete inventory is not a complex
process and does not require significant management judgmenl The factors considered in evaluaung whether
there'exists’ excess or obsolete inventory are:

st 4

= the Company s forecast of future demand which is updated OR a quarterly basxs

“the cxplrauon date for each lot manufactured; and

=M

. any noncancelable open purchase orders assoaated with our commercial supply agreemenls

In May 2007, the Company began to transfer its manufaclunng process to new facilities and as such, there
will ‘be a penod of time where the Company will need to cease production of Increlex® until the new
manufaclunng fac:llues are fully vahdated approved by the FDA, and operational. The Company is increasing
its mventory levels in an effort to ensure that the Company has adequate supplies to meet future demand and
therefore the Company s long-term Increlex® sales forecast will become more critical in management’s
evaluation of excess Increlex® inventories over the next few quartess. Once the transfer of mdnufactunng
facilities is complete, the Company will have more flexibility iri'the manufacturing schedule 1o ensure lnvenlory
supply is in line with a shorter forward demand forecast for Increlex®,

N

' See “Manufacturmg 'Services Agreement” in Note 7—Comm1tmenls and Contingencies, for further
d:scuss:on rcgardmg inventory purchase commitments.

Revenue Recognition

The Company recognizes revenue from the sale of its products and license and collaboration agreements
pursuant to Staff ‘Accounting Bulletin No. 104, Revenue Recognition, and Emerging Issues Task Force (EITF)
Issue 00-21 Revenue Arrangements with Multiple Deliverables. Multiple element agreements entered into are
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—(Continued)

evaluated under the provision of EITF 00-21. The Company evaluates whether there is stand-alone value for the
delivered elements and objective and reliable evidence of fair value to allocatc revenue to each element in
multiple clement agreements. When the delivered element does not have stand-alone value or there is insufficient
evidence of fair value for the undeliveréd clemient(s), the Company recognizes the consideration for the
combined unit of accounting in the same manner as the revenue is recognized for the final deliverable, whlch IS
generally ratably over the longesl pcnod of involvement.

Product revenues. The Company recognizes revenue from product sales when there is persuasive evidence
that an arrangement exists, title'passes, the price is fixed or determinable and collectibility is reasonably assured.
The Company' records provisions for discounts to customers and rebates to government agencies and
international distributors, which are based on.contractual terms and regulatory requirements. The Company’s
product returns policy only allows for the return of product damaged in transit, product shipped in error by the
Company, or discontinued, withdrawn or recalled merchandise, To date, product returns have been de minimis
and based on the Company’s historical experience as well as the specialized nature of the Company’s products,
the Company historically has not provided a reserve for product returns. The Company will continue to monitor
returns in the future and will reassess the need to estimate a product returns reserve if the retums experience
increases.

License revenues. License revenue generally includes upfront and continuing licensing fees and milestone
payments. Nonrefundable upfront fees that require the Company’s continuing invelvement in the manufacturing
or other commercialization efforts by the Company are recognized as revenue ratably over the contractual term.
Fees associated with substantive milestones, which are contingent upon future events for which there is
reasonable uncertainty as to their achievement at the time the agreement was entered into, are recognized as
revenue when these milestones, as defined in the contract, are achiéyéd.

Royalty revenues. The Company recognizes royalty revenues from sales of Increlex® in Ipsen’s territory
on a sliding scale from 15% to 25% of net sales. Royalties are recognized as earned in accordance with the
contract terms when royalties from lpsen can be reasonably estimated and collectibility is reasonably assured.

Intangible Assets

The Company capitalizes fees paid to the Company’s licensors related to license agreements for approved
products or technology that has alternative future uses, as intangible assets in accordance with Statement of
Financial Accounting Standards No. 142, “Goedwill and Other Intangible Ass‘ers”'(“SFAS 142}, when the
Company has obtained rights to develop and commercialize licensed products. The Company amortizes these
intangible assets with definite lives on a straight-line basis over their estimated useful liveé, and reviews for
impairment when events or changes in circumstances indicate that the carrying amount of such assets may not be
recoverable.

Determination of recoverability is based on an estimate of undiscounted future cash flows resulting from the
use of the asset and its eventual disposition. In the event that such cash flows are not expected to be sufficient to
recover the carrying amount of the assets, the assets are written down to their estimated fair values.

Manufacturing Start-up Costs

Manufacturing start-up costs are comprised of third-party costs related to the establishment of altemmative
manufacturers for the Company's drug substance rhIGF-1 and drug product Increlex®. These expenses include
costs associated with the Company’s contract manufacturers, pre-approval product manufacturing, process
transfer, validation and qualification activities, and compliance-related support, pre-regulatory approval
preparations for current good manufacturing practices (¢cGMP) and FDA approval.
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—{Continued)

Research and Product Development Costs

In accordance with Statement of Financial Accounting Standards (“SFAS”)' No. 2, Accounting for Research
and Development Costs, research and development costs are expensed as incurred. ‘

Research and development activities are associated primarily with clinical, regulatory, manufacturing
development and acquired rights to technology or products in development. Clinical and regulatory activities
included the preparation, implementation, and management of our clinical trials and clinical assay development,
as well as regulatory compliance, data management and biostatistics. The costs associated with conducting
clinical trials and post-marketing expenses, which include Phase IV and investigator-sponsored trials and product
registries, are’included in research and development expenses. Manufacturing development activities included
pre-regulatory approval activities associated with technology transfer, pharmaceutical . development, process and
development and validation, quality control and assurance, analytical services, as well as preparations for current
good manufacturing practices, or ¢GMP, and regulatory inspections. In addition to these manufacturing
development and clinical activities, license payments for patents and know-how to develop and commercialize
products, are also recorded as research and development expense.

Clinical Trial Expenses

The Company contracts with third-party clinical research organizations to perform various clinical trial
activities, The Company recognizes research and development expenses for these contracted activities based
upon a variety of factors, including patient enrollment rates, clinical site initiation activities, labor hours and
other activity-based factors, The Company matches the recording of expenses in the financial statements to the
actual services received and efforts expended. Depending on the timing of payments to the service providers, the
Company records prepaid expenses and accruals relating to clinical trials based on the estimate of the degree of
completion of the event or events as specified each clinical study or trial contract. The Company monitors each
of these factors 1o the extent possible and adjusts estimates accordingly.

Promotional and Advertising Expenses

The Company expénses the costs of promotional and advertising expenses, as incurred. Promotional and
advertising expenses’ consist primarily of promotional materials and activities, design and layout costs of
promotional materials, and direct mail advertising. Promotional and advertising expenses were $2,90_4,000,
$1,396,000 and $1,069,000 in the years ended December 31, 2007, 2006 and 2005, respectively. ’

Property and Equipment

Property and equipment are stated at cost less accumulated depreciation and amortization. Depreciation is
computed using the straight-line method over the estimated useful lives of the assets, but not more than:

Description Eslill:n,uled Useful Lives
Computer equipment and software ........................... e 3years
Officeequipment ... ... ... .. ... it iieiirianeannn . 5 years
Fumniture and fiXtures . ... . ...ttt it e 7 years
Manufacturing equipment .. ... ... L 10 years
Leasehold improvements . .. ... .. ... ... iiiiinrniiinnrnnenn Shorter of useful life

or life of lease
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—(Continued)

Impairment of Long-Lived Assets

The Company reviews its long-lived assets, including property and equipment, for impairment whenever
events or changes in business circumstances indicate that the carrying amount of the assets may not be fully
recoverable. An impairment loss is recognized when estimated undiscounted future cash flows expected to result
from the use of the asset and its eventual disposition are less than its carrying amount. Impairment, if any, is
assessed using discounted cash flows.

Accounting for Income Taxes :

On January 1, 2007, the Company adopted FASB Interpretation 48, Accounting for Uncertainty in Income
Taxes (“FIN 48™), which clarifies the accounting for uncertainty in income taxes recognized in accordance with
SFAS No. 109, Accounting for Income Taxes. The Company’s policy is to recognize interest and/or penalties
related to income tax matters in income tax expense. See Note 12—Income Taxes for further detail.

The Company utilizes the liability method of accounting for income taxes as required by SFAS No. 109.
Under thjs method, deferred tax assets and liabilities are determined based on differences between financial

_ reporting and tax reporlmg bases of assets and liabilities and are measured using enacted tax rates and laws that

are expected to be in effect when the differences are expected to reverse.

Valuation of Warrants

In order to estimate the value of warrants, the Company uses the Black-Scholes-Merton valuation model,
which requires the use of certain subjective assumptions, The most significant assumption is estimate of the
expected volatility. The value of a warrant is derived from its potential for appreciation in value. The more
volatile the stock, the more valuable the option becomes because of the greater possibility of significant changes
in the stock price. The Company records the value of a warrant to additional pa:d in capital based using certain
assumpuons applicable at the measurement date, which is generally determined to be at the closing date of a
warrant transaction. However, it is difficult to predict the valuation of warrants issued in future periods as that
value can be affected by changes in the volatility of the Company’s common stock.

Stock-Based Compensation

On January 1, 2006, the Company adopted Statement of Financial Accounting Standards No. 123 (revised
2004), Share-Based Payment (“SFAS No. 123R”) which requires the measurement and recognition of non-cash
compensation cxpense for all share-based payment awards made to employees and directors including employee
stock options and employee stock purchases related to the 2004 Employee Stock Purchase Plan (“Purchase
Plan”) based on estimated fair values. SFAS No. 123R supersedes the Company's previous accounting under
Accounting Principles Board (“APB™) Opinion No. 25, Accounting for Stock Issued to Employees, for periods
beginning in fiscal 2006. In March 2005, the- Securities and Exchange Commission issued Staff Accounting
Bulletin No. 107 (“SAB 107”) relating to SFAS No. 123R. The Company has applicd the provisions of SAB 107
in its adoption of SFAS No. 123R. See Note 1 i—Stock-Based Compensation for further detail.

After the adoption of SFAS No. 123R, stock compensation arrangements with non-employee service
providers continue o be accounted for in accordance with SFAS No. 123 and Emerging Issues Task Force
(“EITF”) No. 96-18, Accounting for Equity Instruments that Are Issued to Other than Employees for Acquiring,
or in Conjunction with Selling, Goods or Services, using a fair value approach. The compensation costs of these
arrangements afe subject to remeasurement over the vesting terms as earned.
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—(Continued)

Comprehensive Loss

Comprehensive loss is comprised of net loss and unrealized gains/losses on available-for-sale securities in
accordance with SFAS No. 130, Reporting Comprehensive Income. The following table presents the calculation
of comprehensive loss (in thousands): -« .

Year Ended December 31,
R 2007 2006 2005
Netloss,asreported .. ... ... ... i e 5(40,466) $(82,997) 15(46,2.33)
Change in unrealized gains/{losses) on marketable securities, net of taxes . . . .. 22 13 70
Comprehensive loss . .............. e R T - $(40,444) $(82,984) $(46,163)

Concentrations

Financial instruments that potentially subject the Company to credit risk consist of cash, cash equivalents
and short-term investments to the extent of the amounts recorded on the balance sheets. The Company’s cash,
cash equivalents and short-term investments are placed with high credit-quality financial institutions and issuers,
The Company believes its established guidelines for investment of its excess cash maintain safety and liquidity
through its policies on diversification and investment maturity,

The Company sources all of its bulk manufacturing and fill-finish manufacturing through single-source
third-party suppliers and contractors and the Company obtains specific components and raw materials used to
manufacture Increlex® from either single-source or sole -source suppliers. If these contract facilities, suppliers or
contractors become unavailable to the Company for any reason, the Company may be delayed in manufactunng
Increlex® or may be unable to maintain validation of Increlex®, which could delay or prevent the supply of
commercial and clinical product, or delay or otherwise adversely affect revenues and the Company’s license and
collaboration agreement with Ipsen pursuant to which the Company i is required to supply Increlex® to Ipsen. The
Company believes that it has established guidelines to maintain an adequate level of inventory to mitigate thlS
potential negative impact.

The Company sdurces its entire Somatuline® Depot inventory from Ipsen. If Ipsen is unable to supply or is
delayed in providing Somatuline® Depot to the Company, our revenues could be adversely 1mpacled The
Company believes that is has established gu1de1mes fo maintain an adequate level of inventory to mitigate the
potential negative impact of supply delays

The Company promotes its products to medical professionals, but the Company sells its products primarily
to distributors and its product revenues and accounts receivable are concentrated with a few customers. Customer
concentrations in net product sales that are greater than 10% of the relative total are:

) ) Year Ended December 31,
Customer Sales 2007 2006

CUSOMIET A L L. e e 21% 0%
Customer B ... ... 19% 24%
CustomerC .. _....... e e e e e e e e, 18% 23%
CustomerD ........... e e 14% 22%
Customer E ... e e 5% 14%
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS-—(ContiniJéd}

Customer concentrations in trade accounts receivable that are greater than 10% of the relative total are:

Year Ended December 31,

Customer Trade Accounts Receivable : 2007 - : 2006

Customer A ......... S e 15% 0%
CustomerB ...................... e P 16% 21%
CustomerC ..............0iivvuent. [P 12% 17%
Customer D ... .. e e L 21% 1%
Customer E ... ... . e e 6% 15%
Customer F ... .. s e P 14% 1%
Customer G ....ooovveeieiniiias PR . 10% . 8%

Commercialization of Increlex® began in 12006 and, therefore, the Company had no salcs or accounts
recelvab]c in prior years. Sales of Increlex® in the United States represented appr0x1malely 91% and 92% of total
product sales in the years ended December 31, 2007 and 2006, respectively.

3. Net Loss per Share

Basic net loss per share is calculated by dividing the net loss by the weighted-average number of common
shares outstanding for the period, without consideration for common stock equivalents. Diluted net loss per share
is computed by dividing the net ioss by the weighted-average number of common share equivalents outstanding
for the period determined using the treasury-stock method for warrants and options and the as-if converted
method for the convertible notes. For purposes of this calculation, common stock subject to repurchase by the
Company, preferred stock, options, and warrants are considered to be common stock equivalents and are only
included in the calculation of diluted net loss per share when their effect is dilutive,

=
]
<
-
-
=1
—
-~
-
3
-3

Year Ended December 31,
2007 2006 2005
{In thousands, except per share data)

Numerator: ' '
Nt JOSS . . o e $(40,466) $(82,997) $(46,233)

- - Denominator: ) _
Weighted-average common shares outstanding used to compute basic loss :
PETShaTE . e 50,717 39,789 30,619

~ Less: Weighted-average unvested common shares subject to
TEPUICRASE . . . .. e — — (29)
Denominator for basic and diluted net loss pershare ...... ... .. .. ... .... 50,717 39,789 30,590
Basic and diluted net loss PErShATE . ...\ et $ 080 $ (209 % (L51)

December 31,
2007 2006 2005
(In thousands)

Outstanding dilutive securities not included in diluted net loss per share

Options to purchase common StOCK ... ... .. ... . . . i 5420 3,895 2,851
Convertible NOtES . ... ... it i e e 10,626 3,397 —
Warrants .. ... ... L. e e 5209 57268 260

21,255 12,560 3,111
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—(Continued)

4. Balance Sheet Details
Cash, and Cash Equivalents, Short-Term Investments and Restricted Cash

The Company considers all highly liguid investments with a remaining maturity of 90 days or less at the
date of purchase to be cash equivalents. Cash equivalents are carried at cost, which approximates fair value. The
Company’s cash equivalents include interest-bearing money market funds. The Company’s short-term
investments primarily consist of readily marketable debt securities with remaining maturities of more than 90
days at the time of purchase but not exceeding one year.

The Company has classified its entire investment portfolio as available-for-sale. These securities are
recorded as either cash equivalents or short-term investments and are carried at fair value with unrealized gains
or losses included in accumulated other comprehensive income (loss) in the stockholders’ equity (deficit). The
amortized cost of debt securities is adjusted for amortization.of premiums and accretion of discounts to maturity.
Such amortization and accreiio'gi are included in interest and other income, net. Realized gains and losses are also
included in interest and other income, net. The cost of all securities sold is based qri the specific identiﬁgation
method. '

The Company has two irrevocable letters of credit amounting to $440,000. The first letter of credit was
obtained in the year ended December 31, 2005 in conjunction with a lease agreement for its facility. The second
letter of credit was obtained in the year ended December 31, 2007 in conjunction with obtaining a business
license. The letters of credit are collateralized for the same ar’ﬁoum by cash, cash equivalents and short-term
investments held in a Company bank account and have been recorded as restricted cash in the accompanying
balance shesgt. Restricted cash was $440,000 and $340,000 as of December 31, 2007 and 2006, respéélivgly.

The following isa summary of available-for-sale securities (in thousands):

December 31, 2007

Gross Gross
Amortized Unrealized Unrealized Estimated
Cost Gains Losses Fair Value
Available-for-sale debt securities maturing within 1 year: .
Commercial paper-.............oooieiiieeannenennn.. $ 34974 $11 $3—  $ 34985
Government sponsored entity bonds .. ....... ... ... ... 14,600 11 — 14,011
Asset-backed securities . ............ . ... ..., 8,809 9 — 8,818
Corporatebonds . ........... . i _ 4,660 _2 = 4,662
Tolal available-for-sale debt securities .. .................... $ 62,443 $33 $— $ 62,476
December 31, 2006
Gross Gross
Amortized Unrealized Unrealized Estimated
Cost Gains Losses Fair Value
Available-for-sale debt securities maturing within | year:
Auction marketpreferred ... .. ... ... L $ 30,200 $— $— $ 30,700
Corporatebonds . ......... ... . 4,289 —_— — 4,289
Commercial paper . ...........cuiiii e, 58,942 8 —_ 58,950
Government sponsored entity bonds .. ................ .. 10,866 2 — 10,868
Repurchase agreements . ... ...........c.ouoeeaneonnn s 9,325 — — 9,325
Asset-backed securities ..., ... Lo 7,410 1 = , 1411
Total available-for-sale debt securities ... ................... $121,532 $11 $—
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—Continued)

The Company’s financial instruments are classified as follows (in thousands):

- December 31,
_ 2007 2006
O $ 51,449 § 4372
Cashequivalents . ... .. i 20,904 |, 35967
Cashandcashequivalents .. ....... . ... ... ... . i i 72,353 40,339
Short-term INVESIMENLS . .. .. .viurer e cnaae e cccananns e 41,132 85,236
Long-termrestricted cash . ........ .. . . i ' 440 340
Total oo e $113,925  $125915

Rcalized losses on the sale of available-for-sale securities for the years ended December 31, 2007, 2006 and
2005 were immaterial,

Inventories

Inventories consisted of the following (in thousands):

December 31,
2007 - 2006
Raw materials ... ...ttt et e - $ 2453 31477
WORK-IN-PrOCESS . . oottt e ettt ae e e 8,662 3,280
Finished goods . . .. ... o i e 2,776 335

TOLAl ..o\t e $13,891  $5,092

The Company recorded inventory write-downs of approximately $612,000 and $1,566,000, during the years
ended December 31, 2007 and 2006, respectively. Inventory write-downs during 2007 and 2006 primarily related
to Increlex® manufacturing lot failures in the second quarter of 2007 and in the second and third quarters of
2006. Inventory write-downs_were recorded to cost of goods sold and selling, general and administrative
expense, of $423,000 and $189,000, respectively, for the year ended December 31, 2007. Inventory write-downs
were recorded to cost of goods sold and selling, general and administrative expenses of $690,000 and $876,000,
respectively, for the year ended December 31, 2006.

At December 31, 2007, the Company had inventories recorded in work-in-process of $6.1 million that are
validation lots and are under evaluation for manufacturing process transfer approval. The FDA requires that
when technical processes are transferred to a new manufacturer, a certain number of conformance lots must be
produced using the new manufacturers facilities and evaluated for process consistency. If the Company does not
receive approval from the FDA for the technology process transfer, these conformance lots would not be
available for commercial use and therefore would be expensed immediately. '
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NOTES TO FINANCIAL STATEMENTS—(Continued)

Property and Equipment

Property and equipment, net, consists of the following (in thousands):

December 31,
2007 2006

Office equipment ............. e e e $ 373 § 316
Furniture and fiXtures .. ...... ... i - 674 - 635
Computer equipment and software . . .. .. e e 2,919 2,291
Manufacturing equipment ......... ... ... . i e 1,305 1,240
Leasehold improvements ......... ... . ... . ... i 1,528 1,302
Construction in PrOgress . . .. ......vt ettt eaie i it aaeenn.s P — 216

) o . 6,798 6,000
Less accumulated depreciation and amdrtization ... .......0 .. ..., ... ... . (3,775)  (2,139)
Property and equipment, DB . . .. . ...ttt e $3,023 $3.861

Depreciation expense was $1,636,000, $1,240,000 and $707,000 for the years ended December 31, 2007,
2006 and 2005, respectively. ‘

Accrued Liabilities
Accrued liabilities consisted of the following {in thousands):
De;:eml.)er:Sl,.
2007 2006
Accrued compensation and related liabilities .............. PO $43885 52938
Accrued professional fees . ... ... .. 1,259 1,691
Accrued contract manufacturing expenses . .... NS 3,704 629
Clinical trial costs .'........ .. e B T 248 335
Other accrued liabilities ........... ... . ... ... ... ... ... e 1,443 7 621
—= ' A , $11,539 . $6,214
5. JIntangible Assets
Intangible assets consisted of the foltowing (in-thousands):
, December 31, 2007 )
Gross Carrying ~ Accumulated ~ Net Carrying
Amount Amortization  Amount
Milestone payment to Ipsen ............ e .. 341,640 $(463)  $41,177
Milestone payment to Genentech . ........ ......... 500° 5) 495
Total . ..., 342,140 $(468) $41,672

The Company made milestone payments of $42.1 million to Ipsen and Genentech in connection with
approval of its licensed products which were recorded as intangible assets. The intangible assets will be
amortized over 15 years based on the estimated useful life of the assets. The Company began amortization on
first commercial sale of the licensed products which was in November 2007 and recognized amortization expense
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TERCICA, INC.
NOTES TO FINANCIAL STATEMENTS—(Continued)

of $468,000 for the year ended December 31, 2007. Amortizalion expense is recognized on a straight-line basis
at approximately $2.8 million per year and is recorded to amortization of intangible assets.

The Company reviews this intangible asset for impairment when events or changes in circumstance indicate
that the carrying amount of such assets may not be recoverable.

The expected future annual amortization expense of the Company’s intangible assets is as follows (in
thousands): '

Year ending December 31,

2008 .......... e e e e e e e e oo § 2,809
20000 L e 2,809
2000 e e 2,809
1 O 2,809
72 ) 2,809
Thereafter . . e e 27,627

Total expected future annual amortization . ..., ... ... ... $41,672

6. Long-Term Debt
Convertible Notes . - -

In October 2006, the Company issued to Ipsen a convertible note in the principal amount of $25,037,000
(the “First Convertible Note™). The First Converiible Note accrues interest at a rate of 2.5% per year,
compounded quarterly, and is convertible into the Company’s common stock at an initial conversion price of
$7.41 per share, subject to adjustment, which represents 3,482,822 shares at December 31, 2007.

In September 2007, the Company issued to Ipsen two convertible notes in the principal amounts of
€30,000,000, or $41,640,000 (the “Second Convertible Note™), and $15,000,000 (the “Third Convertible Note™).
The Second and Third Convertible Notes each accrue interest at a rate of 2.5% per year, compounded quarterly,
and are convertible into the Company’s common stock at an initial conversion price of €5.92 per share for the

" Second Convertible Note and $7.41 per share for the Third Converntible Note, subject to adjustment, which

represents 5,104,041 and 2,038,861 shares, respectively, at December 31, 2007.

The conversion price of ‘all the Convertible Notes is subject to certain weighted-average price-based
antidilution adjustments, which, if triggered, would result in an increase of the number of shares of common
stock issuable upon conversion of the Convertible Notes. The entire principal balance and accrued interest under
all the Convertible Notes is due and payable on the later to occur of October 13, 2011 or the second anniversary
of the date on which Ipsen (or subsequent holders, of the Convertible Notes) notifies the Company that it will not
convert the Convertible Notes in full. Notwithstanding the foregoing, Ipsen (or subsequent holders of the
Convertible Notes) is entitled to declare all amounts outstanding under the Convertible Notes immediately due
and payable: (i) if an event of default occurs (as set forth in the Convertible Notes); (ii} for so long as Ipsen’s
approval rights as-set forth in the affiliation agreement the Company entered into pursuant to its collaboration
with Ipsen remain in effect, if any other person or group acquires beneficial ownership of greater than 9.9% of
the Company’s common stock (or if such person or group that alceady has beneficial ownership of greater than
9.9% of the Company’s common stock increases its beneficial ownership); or (iii) in the cvent that the Ipsen’s
approval rights as set forth in the affiliation agreement cease to remain effective, if any other person or group
acquires beneficial ownership of greater than 50% of the Company's common stock.
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TERCICA, INC:
NOTES TO FINANCIAL STATEMENTS—(Continued)

Because the Second Convertible Note has a conversion:price stated in a foreign currency, the convérsion
feature constitutes a derivative Hability. The Company initially valued the derivative liability associated with the
Second Convertible Note at €9.2 million or approximately $13.1 million on September 17, 2007. This amount
was accounted for as a reduction in- the initial carrying value of the Second Convertible Note -and separately

T
st
i

&
§

accounted for as a derivative liability. This discount to the Second Convertible Note, as a result of this %
bifurcation, is being accreted over four years using the effective interest method. The carrying value which %%E}s
approximates the fair value on September 17, 2007 of the Second Convertible Note was €20.8 million or fﬁf:""*“{

3

approximately $28.8 million which is net of the discount plus accretion and accrued interest. The carrying value
of the Euro-denominated Note at December 31, 2007 is €21.5 or $31.7 million which approximates fair value.

i

sy
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Convertible notes including accrued interest, consisted.of the following (in thousands):

December 31,

; . 2007 2006
Convertible NOES . . ... o e $72,610  $25,172
Embedded derivative liability . ......... ... .. .. . .. . 14,081 . . —

Total ... e . 386,691 $25,172

As of December 31, 2007, the Company accrued $771,000 of cumulative interest expense on the First
Convertible Note, of which $635,000 was recorded as interest expense in the year ended December 31, 2007. If
not earlier converted or repaid, the amount payable under the First Conventible Note on October 13, 2011 would
be $28,362,000, including cumulative interest of $3,325,000. ,

As of December 31, 2007, the Company recorded valuation adjustment expense of $1,283,000 representing
an increase in value of the derivative liability associated with the Second Convertible the'and was recorded to
other expense in the statements of operations. The Company accrued $318,000 of cumulative interest expense in
the year ended December 31, 2007, of which $311,000 was recorded as interest expense in the year ended
December 31, 2007. The Company accrued.,$770,000 of non-cash accréﬁqp charges for the year ended
December 31, 2007, of which $753,000 was recorded as amortization expense for the year ended December 31,
2007. If not earlier converted or repaid, the amount payable under the Second Convertible Note on October 13,

~ 2011 would be €33,206,000, including cumulative interest of €3,206,000.

As of December 31, 2007, the Company accrued $108,000 of cumulative interest expensce on the Third
Convertible Note, of which $108,000 was recorded as interest expense.in the year ended December 31, 2007, If
not earlier converted or repaid, the amount payable under the Third Convertible Note on October 13, 2011 would
be $16,603,000, including cumulative interest of $1,603,000. -

I

Valuation of Second Convertible Note and Related Derivative

] r

The derivative related to the Second Convertible Note has been valued using the Black-Scholes-Merton
valuation model. The Company completed the valuation of the converston option in connection with issuance of

the Second Convertible Note. The valuations are based on the information pertinent as of the respective-valuation
dates.

The inputs for valuation analysis include the market value.of the Company’s common stock, exercise price
of the conversicn option, volatility of the Company’s common stock, the expected life and the risk-free interest
rate.
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NOTES TO FINANCIAL STATEMENTS—(Continued)

The key. inputs for the valuation analysis were as follows:

September 17, December 31,

2007 2007
(issuance date)
Market value of Company’s common stock(1) .................... € 436 € 4.60
Volatility . . oot ' 59.7% 60.3%
Risk free interestrate .................. . i 435% 3.26%
Exercise price of the'conversionoption .......................... € 592 - € 592
" Expected life. . ............... e e e e, e 4.1 years 38 years

(¢))] ch'réscnts the Eurq equiva]em of the Compén_y’s US dollar common st'(_)cl;i price.'

Senior Credit Facility

On January 21, 2005, the Company entered into a Loan Agreement (the “Loan Agreement”) with Venture
Leasing & Lending IV, Inc.’(“VLL") under which the Company had the option to draw down funds in the
aggregate principal amotint of ‘up to $15,000,000 through December 31, 2005. The Company paid a $75,000 fee
as part of this Loan Agreement and issued a total of 112,500 shares of its common stock to an affiliate of VLL.
The 112,500 shares of "cdmmon stock issued were recorded at fair market value on the dates of issuance of
$1,002,000. Durmg the fiscal year ended December 31, 2005 the entire amount was recognized as interest
expense and the facility expired.

7. Commitments and Contingencies

The Compz_ui'y presenily leases approximately 34,400 square feet of office space in Brisbane, California. The
lease expires in’ October 2011 with an' option to renew for' five years. ‘This lease_agreement, which was

subsequently-amended, includes scheduled rent increases over the lease term and rent abatement for the first 15

months. The Company recognizes rent expense on a straight-line basis over the term that the facility is physically
utilized, "taking into account the scheduled rent increases, rent abatement, rent holidays and the leasehold
improvement reimbursement. In September 2005, the Company received a $1,046,000 reimbursement from the

~ landlord for facility improvemients, which was recorded as deferred rent and is beirig amortized to offset rent

expense over the remaining life of the lease. Under the lease agreement, the Company has provided the landlord
with irrevocable letter of credit in the amount of $340,000. The irrevocable letter of credit is collateralized for the
same amount by cash, cash equivalents and short-term investments held in a Company bank account. The
Company has recorded the collateralized bank account balance as restricted cash. In July 2007, the Company
entered into an amendment 1o its amended lease agreement that provides for the expansion of the leased premises
by approximately 6,100 square feet, and for a period coterminous with the original lease, as amended.

At December 31, 2007, future minimum lease commitments under operating leases were as follows (in
thousands): : )

Year ending December 31, : .
© 2008 ..... e e e e e e e $1,058

2009 ..., .. e S S e 1,085
2000 1,124
1] 1 T 808
' $4.075
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Rent expense, including the impact of the allowance for leasehold improvements of $172,000 in 2007 and in
2006, was $531,000, $389,000 and $641,000 for the years ended December 31, 2007, 2006 and 2005,
respectively.

Manufacturing Services Agreements

In December 2002, the Company entered into a development and commercial supply agreement (the
“Manufacturing Agreement™) with Cambrex Bio Science Baltimore, Inc. (“Cambrex Baltimore”). At that time,
the Company began to transfer its manufacturing technology to Cambrex Baltimore in order for Cambrex
Baltimore to establish the process for rhIGF-1 fermentation and purification. Under the terms of the
Manufacturing Agreement, Cambrex Baltimore was obligated to annually provide the Company with certain
minimum quantities of bulk rhIGF-1. In February 2007, Cambrex Baltimore was acquired by Lonza Group AG
("Lonza”). .

In May 2007, the Company amended the Manufacturing Agreement wuh Lonza Balumorc Inc., a
subsidiary of Lonza (“Lonza Ballimore™), to increase the Company’s purchase obligation for certain additional
quantities of bulk rhIGF-1. Under this amendment, the Company has a non-cancelable obligation to pay Lonza
Baltimore on a time and materials and per batch basis in connection with the commercnal production of bulk
rhIGF-1. At December 31, 2007, the Company estimates that its total purchasc comnntmem to Lonza Baltimore
is approximately $11.8 miltion through July 31, 2008.

In May 2007, the Company entered into a development and commercial supply agreement with Lonza
Hopkinton, Inc., a subsidiary of Lonza, (“Lonza Hopkinton™). The Company has begun to transfer its
manufacturing technology to Lonza Hopkinton in order for Lonza Hopkinton to establish the process for rhIGF-1
fermentation and purification at the Lonza Hopkinton facilities. Pursuant to. the development and commercial
supply agreement with Lonza Hopkinton, the Company has a non-cancelable obligation to pay Lonza Hopkinton
a capacity reservation fee related to the technology transfer of manufacturing facilities in, the amount of $5.0
million, of which the Company paid $1.3 million in May 2007 and the remaining $3.7 million will be paid on or
before April 1, 2008. The total cost of the technology transfer of $5.0 million is being recognized straight-line
over the technology transfer period which the Company expects to conclude in June 2008. In connection with the
initiation of construction and purchasing of equipment and other site development activities, Lonza Hopkmlon
will bear upfront costs of $6.6 million which the Company would have to reimburse a portion of in the event.that
the Company does not fulfill its commitment to purchase a certain number of commercial drug substance batches
through the term of the agreement. Further, the Company has an obligation to pay Lonza Hopkinton
approximately $1.0 million during the first half of 2008 for the production of bulk rthIGF-1 conformance lots,
exclusive of required materials. As the Company reaches certain future milestones, it may be committed to
commercial production of Increlex® on a time and materials basis and per batch basis.

In November 2006, the Company entered into a development and supply agreement with Hospira
Worldwide, Inc. (“Hospira”), a third-party fill and finish agent. At that time, the Company began to transfer its
manufacturing technology to Hospira in order for Hospira to establish the process for. Increlex® fill and finish.
Following approval by the FDA of the fill and finish process, Hospira is obligated to annually provide the
Company with certiin minimum quantities of Increlex®. The Company has a non-cancelable obligation to
reimburse the agent on a milestone basis in connection with the preparation for commercial production of
Increlex®. At December 31, 2007, the Company estimates that its total purchase commitment to Hospira to
validate the fill and finish processes, which must then be approved by the FDA was approximately $0.3 million
and is expected to be paid by June 30, 2008.
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Guarantees and Indemaifications

The Company, as permitted under Delaware law and in-accordance with its Bylaws, indemnifies its officers
and directors for certain events Of. occurrences, subject to certain limits, while the officer or director is or was
serving at the Company’s request in such capacity. The term of the indemnification penod is for the officer’s or
director’s lifetime, The Company may terminate the indemnification agreements with its officers and directors
upon 90 days writlen notice, but termination will not affect claims for indemnification relating to events
occurring prior to the effective date of termination. The max1mum amount of potential future indemnification is
unlimited; however, the Company has a director and officer habnluy insurance policy that mitigates its exposure
and may enable it to recover a portion of any future amounts paid. The Company believes the fair value of these
indemnification agreements is minimal. Accordingly, the. Company had not recorded any liabilities for these
agreements as of December 31, 2007. .. .. e . -

-t

Contingencies

. On December 20, 2004, the Company initiated patent infringement proceedings against Avecia Limited and
Insmed Incorporated as co-defendants in the High Court of Justice (Chancery. Division Patents Court) in the
United , Kingdom, On December 23, 2004, the Company, with Genentech, initiated patent infringement
proceedings against Insmed in the U.S. District Court for the Northern District of California. On June 12, 2006,
the Company filed a complamt against .Insmed for False Advertising, Unfair Competition and Intentional
Interference with Prospective Business Relations, Case No. 3:06cv403, in the U.S. District Court for the Eastern
District of Virginia. On March 6, 2007, the Company publicly announced agreements that settled all the ongoing
litigation among the companies. The Company also disclosed the settlement in its Form.10-K filed with the SEC
on March 9, 2007 and disclosed details of the settlement in its Form 8-K filed with the SEC on March 7, 2007.

From time to time, the, Company may become involved in claims and other legal matters arising in the
ordinary course of business. Management is not currently aware of any matters that may have a material adverse
affect on the financial position, results of operations or cash flows of the Company.

8. Combination Product Development and Commercialization Agreement

. Effective as of July 6, 2007, the Company and Genentech, Inc. (“Genentech”) entered into a combination

product development and commercialization agreement (the “Combination Product Agreement”), that governs
the worldwide development and commercialization of combination product candidates containing IGF-1 and
human growth hormone for the treatment of all indications except those of the central nervous system. The
Combination Product Agreement became effective on July 9, 2007, the date of the satisfaction of all conditions
to its effectiveness. Under the terms of the Combination Product Agreement, the parties contemplate the
development of two combination product candidates for the following indications: one product formulation for
certain defined short stature indications (“Short Stature Indications”) and another separately formulated
combination product for adult growth hormone deficiency (“AGHD™) and any potential other indications (the
“Other Indications”™). Initially, the Company will be responsible for the development and commercialization of
all combination products under the Combination Product Agreement and agreed to' pay Genentech a royalty on
net sales of combmahon products covered by Genentech's (or the parties’ joint) patents, subject to Genentech’s
right to “opt in,” as described below.

Under the Combination Product Agreement, Genentech has a right to opt into-the Company’s development
and commercialization of such combination products-for the Short Stature Indications, AGHD and the Other
Indications following the FDA’s -acceptance of the Company’s Investigational New drug Application for the first
Phase II clinical trial for such indication(s) (the “First Option™). If Genentech does not exercise the First Option,
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NOTES TO FINANCIAL STATEMENTS—(Continued)

it would then have the right to acquire a second right to opt in (a “Second Option”) after the Company obtains
Phase II clinical trial data that is pivotal study-enabling for the Short Stature Indication at issue, or for AGHD or
the Other Indications. If Genentech opts in, it woild then become the lead party with respect to the development
and conimercialization of combination products for Other Indications, and it may also choose to become the lead
party in development and commercialization for AGHD. Upon opt-in, Genentech may also choose 1o exercise a
commercial option to become the lead party for commercialization ‘in Short Stature Indications. The lead
commercialization party would determine the commercialization plan for such combination’ products for such
mdlcanons and the non-lead party would have the’ right to co- promote such combination products

Upon opting in, Genentech would become obligated to ‘feimburse the Company for a portion- of the
development costs incurred since July 9, 2007 and a milestone payment if Genentech chooses to become the léad
commercial party for short stature, and thereafter the parties would share future costs and all operating profits
and losses. Genentech would receive such profit share in' lieu of its royalty payment. If Genentech opts in, it
would have the right to subsequently elect to opt out of such development and commercialization of combination
products, but only for all indications. In addition, following an opt in by Genentech, the Company would have
thé right to subsequently elect to opt out of thé joint development and commercialization of the combination
products for AGHD and the Other Indications only, but not for the Short Stature Indications. If a party elects to
opt out, the other party would have a limited period of time in which it could also elect to opt out, in which case
the parties would wind down development and commercialization of the applicable products. Afier opting out, a
party would remain responsible for its share of operating profits and losses for a transition pertod- only, after
which time such party would be entitled to a royalty payment-from the continuing party on net sales of such
combination product. If Genentech opt§ in and neither party elects to opt out before a combination product
receives regulatory approval for any Other Indication (such receipt of regulatory approval, the “Milestone™),
Genentech would owe the Company a cash Milestone payment. Under the Combination Product Agreement, the
parties have granted each other sublicenseable licenses under their respective technology. The parties will share
manufacturing responsibilities and costs depending on which opt-in or opt-out rights have been exercised, but in
general the parties contemplate that the Company will supply IGF-1 needed for the combmatlon products, and
Genentech will supply human growth hormone for such products.

Genentech Purchase Agreement - ¢

In conjunction with the Combination Product Agreement, and effective as of July 6, 2007, the Company and
Genentech entered into.a common stock purchase agreement (the “*Genentech Purchase Agreement”), pursuant to
which the Company agreed to sell, and Genentech agreed to purchase, up to a maximum of 2,603,328 shares of
the Company’s common stock (the “Genentech Shares”) in three separate closings. On July 30, 2007, the
Company and Genentech consummated the first closing under the Genentech Purchase Agreement pursuant to
which the Company issued 708,591 shares of common stock (the “First Closing Shares™) at price per share of
$5.645, resulting in gross cash proceeds of approximately $4,000,000.

In the event that Genentech acquires a Second Option, Genentech would, subject to customary closing
conditions, purchase up to 842,105 shares: of the Company’s common stock (the “Second Option Shares™) in a
subsequent closing (the “Second Option Closing”) at a price per share equal to the average of the closing prices
of the Company’s common stock for the 20 trading days ending on the trading date immediately prior to the
expiration of the First Option (the “Second Option Price”™), provided that Genentech may purchase no more than
$4,000,000 of the Company’s common stock in the Second Option Closing. If the Second Option Price is below
$4.75, however, the..purchase of the Second Option Shares in the Second Option Closing would be at the
Company’s option. In the event that the Second Option Price is below $4.75 and the Company does not elect to
have Genentech purchase the Second Option Shares, Genentech may acquire the Second Option without
purchasing the Second Option Shares.
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‘In the event that Genentech opts in, neither party elects to opt out and the Milestone occurs, upon the
Company’s request, Genentech would, subject to customary closing conditions, purchase up to 1,052,632 shares
of the Company’s common stock in a subsequent closing (the “Milestone Closing”) at a price per share equal to
the average of the closing prices of the Company’s common stock for the 20 trading days ending on the trading
date immediately prior to the effective date of regulatory “approval of a“combination product for any Other
Indication (the “Milestone Price”), provided that Genentech may purchase no more than $5,000,000 of the
Company’s common stock in such closing. ‘

In the event that the Combination Product Agreemem is terminated, the Genentéch Purchase Agreement
would terminate in its entirety. -
Ipsen Purchase Agreement , ’

In COI‘I_]UI'ICI]OI] with the Combination Product Agreemcnt effectlvc July 30, 2007, the Company lSSqu
519,101 shares of common stock to Ipsen at price per share of $5.63 pursuant to a common stock purchase
agreement {the “Ipsen Purchase Agreement”), dated July 9, 2007, by and among the Company, Ipsen and
Suraypharm (an affiliate of Ipsen), resulting in gross cash proceeds of approximately $2,923,000. The shares of
common stock issued to Ipsen under the Ipsen Purchase Agreement were acquired by Ipsen in exercise of certain
pro rata purchase rights in connection with the issuance of the First Closing Shares to Genentech, Under the
terms of an affiliation agreement the Company entered into with Ipsen in October 2006, Ipsen has a right of first

offer to purchase up to its pro rata portion of new cquity securities offered by the Company (subject to certain
exceptions), :

9. License and Collaboration Agreements and Related Party Transactions

Ipsen Collaboration

On ' July 18, 2006, the Company entered into a Stock Purchase and Master Transaction Agreement (the
“Purchase Agreement”) with Ipsen. Under the terms of the Purchase Agreement, the Company agreed to issue to
Ipsen (or its designated affiliate): (i) 12,527,245 shares of common stock (the “Shares”) for an aggregate
purchase price of $77,318,944; (ii) a convertible note in the principal amount of .$25,037,000 (the- “First
Convertible Note™); (iii) a second Euro- denominated convertible note in the principal amount of €30,000,000, or
$41,640,000 (the “Second Cénvertible Note”); (iv) .a third convertible note in the principal amount of
" $15,000,000 (the “Third Convertible Note™); and (v) a warrant to purchase a minimum of 4,948,795 shares of the
Company’s common stock (the “Warrant”). The initial closing under the Purchase Agreement was consummated
on October 13, 2006 (the “First Closing”) after receiving approval by the Company’s stockholders of the required
aspects of the transactions contemplated by the Purchase Agreement at a Special Meeting of Stockholders held
on October 12, 2006. In accordance with the Purchase Agreement, at the First Closing, the Company issued the
Shares, the First Convertible Note and the Warrant, and the Company and Ipsen (and/or affiliates thereof) entered
into an Increlex® License and Collaboration Agreement (“Increlex® License™), a Somatuline® License and
Collaboration Agreement {“Somatuline® License™ and together with the Increlex® License, the “License
Agreements”),. a Registration Rights Agreement and an Affiliation Agreement. In connection with the First
Closing, the Company also adopted certain amendments to its amended and restated certification of incorporation
and adopted a Rights Agreement implementing a stockholder rights plan (the “Rights Agreement”). Pursuant to
the Somatuline® License, Ipsen granted to the Company the exclusive right under Ipsen’s patents and know-how
to develop and commercialize Somatuline® Depot (known as Somatuline® Autogel® in temitories outside the
United States including Canada) in the United States and Canada for all indications other than opthalmic
indications. Pursuant to the Increlex® License, the Company granted to Ipsen and its affiliates the exclusive right
under the Company’s patents and know-how to develop and commercialize Increlex® in all countries of the
world except the United States, Japan, Canada, and for a certain period of time, Taiwan and certain countries of
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the Middle East and North Africa, for all indications, other than treatment of central nervous system indications
and diabetes indications. Ipsen’s territory would expand, subject 0 Genentech's approval, to include Taiwan and
any of the excluded countries of the Middle East or North Africa upon termination or expiry of certain third-party
distribution agreements in such countries. Pursuant to the License Agreements, the Company and Ipsen granted
to each other product development rights and agreed to share the costs for improvements to, or new indications
for, Somatuline® Depot and Increle:l(® and. also agreed to righis of first negotiation for their respective endocrinc’

pipelines.

At the First Closing, the Company received from Ipsen proceeds of $77,318,944 for the issuance of the
Shares, which Shares represented 25% of the Company’s ocutstanding common stock on a non-diluted basis.
Further, the Company received from Ipsen, €10,000,000 or $12,422,000 as an upfront license fee under the
Increlex® License. For 2007 and 2006, approximately $776,000 and $194,000 was recognized as License
Revenue, respectively, and as of December 31, 2007 $10,675,000 was recorded as long-term deferred revenue
and $776,000 wis recorded as short-term deférred revenue. The upfront license fee is amortized over the life of
the license agreement which is approximately 16 years. The Company paid an upfront license fee of $25,037,000
under the Somatuline® License and was recorded to research and development for the year ended December 31,
2006. As indicated above, the First Convertible Note in the principal amount of $25,037,000 was issued to Ipsen
at the First Closing. See Note 6—Long-Term Debt for further detail.

Additionally, the Company issued the Warrant to Ipsen, which is exercisable for such number of shares of
the Company’s common stock equal to the greater of (i) 4,948,795 shares of the Company’s commion stock (the
“Baseline Amount™) or (ii} the Baseline Amount plus a variable amount of shares of Tercica’s common stock,
which variable amount will fluctuate throughout the term of the Warrant. The number of common shares
exercisable under the Warrant as of the First Closing was 5,026,712 with a.fair value of $13,622,000, estimated
using the Black-Scholes-Merton valuation model, and recorded to Additional Paid in Capital. See Note 10—
Stockholders’. Equity—-Warrants for further detail.

Upon closing the Ipsen transaction, the Company incurred $3,004,000 in issuance costs, and allocated these
costs to the license, debt -and equity components of the transaction based on the relative fair value of the
components. Of. the issuance costs, $687,000 was allocated to the' License and Collaboration Agreements for
Somatuliné® Depot- and Increlex® and' was expensed to selling, general and administrative expenses as incurred;
$1,835,000 was allocated to the'equity financing and recorded to additional paid in capital; and $482, 000 was
allocated to the Convertiblé Note and recorded as a prepaid financing cost. In 2007 and 2006, $129,000 and
$28,000 of prepaid financing costs. was amomzed respectlvely, and as of December 31, 2007, the remaining
balance was $366,000.

In August 2007, Ipsen received notice of approval from the FDA for marketing Somatuline® Depot in the
United States. In connection with:the notice of marketing approval from the FDA, under conditions set forth in
the Company's Somatuline license and collaboration agreement ‘with Ipsen, the Company made a milestone
payment of €30.0 million or $41.6 million to ipsen in September 2007, which was financed through the issuance
by the Company of the Second Convertible Note to Ipsen In connection with the notice of approval from the
FDA, the Company also issued the Third Convertible Note to Ipsen and lIpsen delivered $15.0 million to the
Company, which will be used by the Company for working capital. Somatuline® Depot was commercially
available in the Company’s territory in November 2007. The Company pays royalties to Ipsen, on a sliding scale
from 15% to 25% of net sales of Somatuline® Depot, in addition to a supply price of 20% of the average net sales
price of Somatuline® Depot. :
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The milestone payment of $41.6 million was recorded as an intangible asset and capitalized under intangible
assets as presented on the balance sheet at December 31, 2007. The intangible asset will be amontized over 15
years, based on the estimated useful life of the asset, and the Company began amortization on the first
commercial sale in the United States which was in November 2007. Amortization expense is récognized on a
straight-line basis at approximately $2.8 million per year and is recorded to “amortization of intangible assets”.’

In August 2007, the European Commission granted marketing authorization. for Increlex® in the European
Union for the long-term treatment of growth failure in children and adolescents with severe Primary IGFD. The
European Medicines Agency designated Increlex® as an orphan drug for the treatment of severe Primary IGFD,
providing a -ten year period of marketing ‘exclusivity for the approved indication. Under the license and
collaboration agreement with respect to Increlex®, Ipsen paid the Company a milestone of approximately $20.3
million for receiving marketing - authorization of Increlex® in theEuropean Union for the targeted product label
set forth in the Increlex® license and collaboration agreement. Ipsen is the Company’s marketing partner for
Increlex® in the European Union. Increlex® was launched in Ipsen’s territory in November 2007 and Ipsen began
paying royalties to the Company on a sliding scale from 15% to 25% of net sales, in addition to a supply price of
20% of the average net sales price of Increlex®. The milestone payment of $20.3 million was recognized as
* license revenue in September 2007 since all obligations were satisfied as presented in the statements of
operations as of December 31, 2007.

Related Party Transactions

The Company enters into transactions with Ipsen and other Ipsen affiliates under existing agreements in the
ordinary course of business. The accounting policies the Company applies 1o its lransacuons with its related
parties are no more favorable to the Company than w1th independent third-parties.

Genentech Collaboration :

In connection with the grant of marketing authorization for lncrelex® in the European Union, the Company
paid Genentech a milestone payment of $0.5 million in September 2007 under the terms of the Company’s
international license and collaboration agreement with Genentech. The milestone payment was recorded as an
intangible asset and capitalized under intangible assets as presented on the balance sheet at December 31, 2007.
The intangible asset will be amortized over 15 years, based on the estimated useful life of the asset, and the
Company began amortization on the first commercial sale which was in November 2007. Amortization expense
will be recognized on a straight-line basis at approximately $33,000 per year and will be recorded to
“amortization of intangible assets”.

10. Stockholders’ Equity
Common Stock

On January 27, 2006, the Company completed a public offering of 5,750,000 shares of its common stock at
a price to the public of $6.40 per share, including the exercise of the over-allotment option by the underwriters.
Net cash proceeds from this offering were approximately $34,200,000 after deducting underwriter discounts and
other offering expenses.
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Ipsen Warrant

Concmirrent]y with the issue of the First Convertible Note, the Company issucd a warrant to Ipsen, which is
exercisable for such number of shares of the Company s common stock equal to the greater of (i) 4,948,795
shares of the Company § common stock (the “Baselme Amount”), which Baseline Amount is SUbjCCl to certain
weighted-average pnce-based anti-dilution adjustments, or (ii) the Baseline Amount plus a variable amount of
shares of the Company’s common stock, which variable amount will fluctuate throughout the term of the
warrant. The number of shares of the Company's common stock issuable upon exercise of the warrant as of
October 13, 2006, the date of issue, was 5,026,712, with a fair value of $13,622,000 estimated using the Black-
Scholes-Merton valuation model, which was recorded to additional paid-in capital. The number of shares of the
Company’s common stock issuable upon exercise of the warrant as of -December 31, 2007 was 4,948,795. The
exercise term of the warrant is five years beginning on October 13, 2006, and the warrant is exercisable, in full or
in part, at an initial exercise price of $7.41 per share, subject to adjustment, including- centain weighted-average
price-based anti-dilution adjustments. ' :

Comumitted Equity Financing and Related Warrant

On October 14, 2005, the Company entered into a committed equity ﬁnancmg facility (“CEFF”) with
Kingsbridge Capital Limited (“Kingsbridge™), which entitles the Company to sell and obligates Kingsbridge to
purchase, a maximum of approximately 6,000,000 newly issued shares of the Company’s common stock over a
period of three years for cash up to an aggregate of $75,000,000, subject to certain conditions and restrictions.
The Company may draw down under the CEFF in tranches of up to the lesser of $7,000,000 or 2% of the
Company’s market capitalization at the time of the draw down of such tranche, subject to certain conditions. The
common stock to be issued for each draw down will be issued and priced over an eight-day pricing period at
discounts ranging from 6% to 10% from the volume weighted average price of the Company's common stock
during the pricing period. During the term of the CEFF, Kingsbridge may not short the Company’s stock, nor
may it enter into any derivative transaction’ dlrecl]y related to the Company’s stock. The minimum acceptable
purchase price, prior to the application of the appropriate discount for any shares to be sold to Kingsbridge
during the eight-day pricing period, is determined by the greater of $3.00 or 90% of the Company’s closing share
price on the trading day immediately prior to the commencement of each draw down. In connection ‘with the
CEFF, the Company issued a warrant to Kingsbridge to purchase up to 260,000 shares of the Company’s
common stock at an exercise price of $13.12 per share. The exercise term of the warrant is five years beginning
on April 14, 2006. The warrant was valued on the date of grant using the Black-Scholes-Merton -valuation model
using the following assumptions: a risk-free intérest rate of 4.1%, a life of 5.5 years, no dividend yield and a
volatility factor of 0.5. The estimated value of this warrant was $1,196,000 on the date of grant and was recorded
as a contra-equity amount to additional pald-m capnal in 2005. :

On November 9, 2005, the Company filed a shelf registration statement with the SEC relating to the resale
of up to 6,296,912 shares of common stock that the Company may issue to Kingsbridge pursuant to a common
stock purchase agreement and warrant agreement noted above. The Company will not sell common stock under
this registration statement and will not receive any of the proceeds from the sale of shares by the selling
stockholder. Through December 31, 2007, the Company has not drawn down any funds under, the CEFF and has
not issued any shares pursuant to the CEFF as of December 31, 2007. Under the terms of an affiliation agreement
the Company entered into pursuant to its collaboration with Ipsen, the Company has only a limited ability to raise
capital through the sale of its equity securities, including pursuzmt to the CEFF, without first obtaining Ipsen’s
approval. :
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Restricted Stock Purchases and Early Exercise of Options

In February 2002, 328,158 restricted shares of common stock were issued to an employee in exchange for
$2.000 in cash. As of December 31, 2007 and 2006 there were no shares subject to repurchase by the Company
related to this purchase.

In December 2002, the Company issued 692,943 shares of its common stock to two employees under
restricted stock purchase agreements pursuant to the early exercise of their stock options for $71,000 in cash in
December 2002 and $206,000 in cash in January 2003. During 2003, the Company issued 237,500 shares of
common stock under restricted stock purchase agreements to three employees pursuant to the early exercises of
their stock options in exchange for $305,000 in cash. In January 2004, the Company issued 10,000 shares of
common stock under a restricted stock purchase agreement to a director pursuant to the early exercise of stock
options in exchange for $40,000 in cash. In February 2006, the Company issued 15,647 shares of common stock
under restricted stock purchase agreements to an employee pursuant to the early exercises of stock options in
exchange for $23,000 in cash. Under the terms of these agreements, these shares generally vest over a four-year
period for employees and over a three-year period for the director. Total unvested shares, which amounted to
20,834 at December 31, 2006 which were subject to a repurchase option held by the Company at the original
issuance price in the event the optionees’ employment or director’s tenure is terminated either voluntarily or
involuntarily. There were no unvested shares at December 31, 2007. These repurchase terms are considered to be
a forfeiture provision and do not result in variable accounting. During the year ended December 31, 2005, the
Company repurchased 130,718 shares of its common stock for approximately $111,350 under restricted stock
purchase agreements due to employee forfeitures. In accordance with EITF No. 00-23, Issues Related to the
Accounting for Stock Compensation under APB Opinion No. 25, and FIN No. 44, the shares purchased by the
employees pursuant (o the early exercise of stock options are not deemed to be issued until those shares vest.

Therefore, amounts received in exchange for these shares have been recorded as liability for early exercise of

stock options on the balance sheet, and will be reclassified into common stock and additional paid-in capital as
the shares vest. There were no repurchases in the years ended December 31, 2007 and 2006. There were 88,513
shares at an original purchase price of $84,000 reclassified into common stock and additional paid-in capital
during the year ended December 31, 2006.

Shares Reserved for Issuance

The Company had reserved shares of common stock for future issuance as follows:

December 31,
2007 2006

2004 Employee Stock Purchase Plan ............... ... ... ... . ... 218,659 191,070
Stock option plans: ' :

- Shares available forgrant .. ... ... . .. ... .. o i 1,099,517 1,439,865

Options outstanding .. .. ... ot e 5,419,638 3,894,640

Shares available for issnance underthe CEFF ... ... ... .. ... .... 6,036,912 6,036,912

Shares available for issuance under the convertible notes ... ..... U 10,625,724 3,397,095

Shares available for issnance under the Genentech Purchase
AGreemernt . ... ... i 1,894,737 —
Warrants outstanding to purchase commonstock . ...... ... ... 0L 5,208,795 5,268,429

30,503,982 20,228,011
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Preferred Stock

As of December 31, 2007, the Company was authorized to issue 5,000,000 shares of preferred stock, of
which 1,000,000 shares are authorized for issuance as Series A junior participating preferred stock (the “Series A
Preferred™). The board of directors has the authority, without action by its stockholders with the exception of
stockholders who hold board positions, to designate and issue shares of preferred stock in one or more series. The
board of directors may also designate the rights, preferences and powers of each series of preferred stock, any or
all of which may be greater than the rights of the common stock including restrictions of dividends on the
common stock, dilution of the voting power of the common stock, reduction of the liquidation rights of the
common stock, and delaying or preventing a change in control of the Company without further action by the
stockholders. To date, no shares of preferred stock have been issued.

Stockholder Rights Plan

In October 2006, the Company entered into a Rights Agreement with Computershare Trust Company, N.A
as rights agent (the “Rights Agreement”), that provides for a dividend distribution of one preferred share
purchase right (a “Right™) for each outstanding share of the Company’s common stock. Each Right entitles the
registered holder to purchase from the Company one one-hundredth of a share of Series A Preferred, at a price of
$40.00 per one one-hundredth of a share of Series A Preferred (the “Purchase Price™), subject to adjustment,
Each one one-hundredih of a share of Series A Preferred has designations and powers, preferences and rights,
and the qualifications, limitations and restrictions that make its value approximately equal to the value of a share
of the Company’s common stock. Pursuant to the Rights Agreement, if the Company is restricted from taking
certain actions pursuant o the affiliation agreement the Company entered into pursuant to its collaboration with
Ipsen, then the Company’s board of directors may only take action with respect to the Rights with the
concurrence of Ipsen.

The Rights are currently evidenced by the stock certificates representing the Company’s common stock
outstanding, and no separate Right Certificates, as defined below, have been distributed. Until the earlier to occur
of (i) ten business days following the public announcement that a person or group of affiliated or associated
persons has become an “Acquiring Person”; or (ii) ten business days (or such later date as may be chosen by the
Company’s board of directors so long as the “Requisite Percentage” threshold has not been crossed) after such
time as a person or group commences or announces its intention to commence a tender or exchange offer, the
consummation of which would result in beneficial ownership by such person or group of the “Requisite
Percentage” or more of the Company’s common stock (the earlier of such dates being called the “Distribution
Date”), the Rights will be evidenced, with respect to any of the shares of the Company’s common stock
outstanding, by such common stock certificates. As a general matter, the “Requisite Percentage™ under the Rights
Agreement is 9.9% of the Company’s outstanding common stock, However, with respect to (i) MPM Capital L.P.
and its affiliates so long as they do not acquire any additional shares, the “Requisite Percentage” is the greater of
9.99 and the percentage owned by MPM Capital L.P. and its affiliates: (ii} Ipsen, so long as it does not acquire
beneficial ownership of any shares other than shares acquired pursuant 1o the terms of the stock purchase and
master transaction agreement between the Company and Ipsen and the other documents contemplated by such
stock purchase and master transaction agreement, the “Requisite Percentage” is the greater of 9.9% and the
percentage owned by lpsen; and (iii) any entity that acquires shares from Ipsen, such entity’s “Requisite
Percentage” would be 14.9%. An “Acquiring Person” is a person, the affiliates or associates of such person, or a
group, which is or becomes the beneficial owner of the Requisite Percentage.

Until the Distribution Date (or earlier redemption or expiration of the Rights), the Rights are transferable
with and only with the Company’s common stock. As soon as practicable following the Distribution Date,

separate certificates evidencing the Rights (“Right Certificates™) will be mailed to holders of record of the
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Company’s common stock as of the close ofr business on the Distribution Date and such separate Right
Certificates alone will evidence the Rights, The Rights are not exercisable until the Distribution Date. The Rights
will expire on October 26, 2016 (the “Final Expiration Date™), unless the Rights are earlier redeemed or
exchanged by the Company.

In the event a person (or group of affiliated or associated persons) becomes an Acquiring Person, each
holder of a Right. other than Rights beneficially owned by the Acquiring Person and its associates and affiliates
(which will thereafter be void), will for a 60-day period have the right to receive upon exercise that number of
shares of the Company’s common stock having a market value of two times the exercise price of the Right (or, if
such number of shares is not and cannot be authorized, the Company may issue Series A Preferred, cash, debt,
stock or a combination thereof in exchange for the Rights). Furthermore, in the event that the Company is
acquired in a merger or other business combination transaction or 50% or more of its consolidated assets or
earning power are sold to an Acquiring Person, its associates or affiliates or certain other persons in which such
persons have an interest, each holder of a Right will thereafier have the right to receive, upon the exercise thereof
at the then current exercise price of the Right. that number of shares of common stock of the acquiring company
that at the time of such transaction will have a market value of two times the exercise price of the Right.

The Company’s board of directors may redeem the Rights at any time prior to the earliest of (i} the
Distribution Date or (ii) the Final Expiration Date at a redemption price of $0.001 per Right. In addition, the
Company’s board of directors may, after any time a person becomes an Acquiring Person (but prior to the
acquisition by such Acquiring Person of 50% or more of the Registrant’s outstanding Common Stock), exchange
each Right for one share of common stock of the Company per Right (or, at the election of the Company, the
Company may issue cash, debt, stock or a combination thereof in exchange for the Rights), subject to adjustment.

11. Stock Based Compensation

On January 1, 2006, the Company adopted the provisions of SFAS No. 123R, Share-Based Payment. SFAS
No. 123R establishes accounting for stock-based awards made 1o employees and directors. Accordingly, stock-
based compensation expense is measured at the grant date, based on the fair value of the award, and is recognized
as expense over the remaining requisite service period. The Company previously applied APB Opinion No. 25,
Accounting for Stock Issued 10 Emplovees, and related interpretations and provided the required pro forma
disclosures of SFAS No. 123, Accounting for Stock-Based Compensation. Total stock-based compensation
expense of $5,869.000 and $5,723,000 was recorded during the years ended December 31, 2007 and 2006,
respectively. '

The Company has four active stock-based compensation plans, which are described below,

2004 Stock Plan

The Company’s Board of Directors adopted the 2004 Stiock Plan (formerly the 2003 Stock Plan) in
September 2003 and the Company’s stockholders approved it in October 2003, The 2004 Stock Plan became
effective on March 16, 2004. The 2004 Stock Plan provides for the grant of incentive stock options to employees
and for the grant of nonstatutory stock options, stock purchase rights, restricted stock, stock appreciation righis,
performance units and performance shares to the Company’s employees, directors and non-employee service
providers. Shares reserved under the 2004 Siock Plan include (a) shares reserved but unissued under the
Company's 2002 Executive Stock Plan and the Company’s 2002 Stock Plan at March 16, 2004, (b) shares
returned to the 2002 Executive Stock Plan and the 2002 Stock Plan as the result of canceilation or forfeiture of
options or the repurchase of shares issued under the 2002 Executive Stock Plan and the 2002 Stock Plan, and
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(c) annual increases in the number of shares available for issuance on the first day of each year beginning on
January 1, 2005 equal to the lesser of:

* 4% of the outstanding shares of common stock on the first day of the-:Company’s fiscal year.
« 1,250,000 shares, or

+ an amount the Company’s Board of Directors may determine.

Incentive stock options must be granted with exercise prices not less than 100% of fair market value of the
common stock on the date of grant. Nonqualified stock options ‘may be granted with an exercise price as
determined by the Company’s Board of Directors; however, nonstatutory stock options intended to qualify as
“performance-based compensation™ within the meaning of Section 162({m) of the Internal Revenue Code must be
granted with exercise prices not less than 100% of fair market value on the date of grant. The exercise price of
any incentive stock option granted to a 10% stockholder will not be less than 110% of the fair market value of
the common stock on the date of grant. Options granted under the 2004 Stock Plan expire no later than 10 years
from the date of grant; however, incentive stock options granted to individuals owning over 10% of the total
combined voting power of alt classes of stock expire no later than five years from the date of grant, Options
granted under the 2004 Siock Plan vests over periods determined by the Company's Board of Directors,
generally over four years. The 2004 Stock Plan has a term of 10 years. The Company’s Board of Directors
approved an increase of 1,250,000 shares to the reserve for the year ended December 31, 2007,

2002 Stock Plan and 2002 Executive Stock Plan

The terms of the 2002 Stock Plan and 2002 Executive Stock Plan (the “2002 Plans’™) are similar to those of
the Company’s 2004 Stock Plan, The shares reserved but unissued under the 2002 Plans as of March 15, 2004
were reserved for issuance under the 2004 Stock Plan. In addition, any shares returned to the 2002 Plans as a
result of cancellation or forfeiture of options or repurchases of shares after March 16, 2004 that were issued
under the 2002 Plans are added to the shares reserved for the 2004 Stock Plan, Effective as of March 16, 2004,
no additional stock options were issuable under the 2002 Plans,

As of December 31, 2007, there were a total of 7,703,834 shares authorized for issuance under the 2004
Stock Plan and the 2002 Plans. .

2004 Employee Stock Purchase Plan

The Company’s Board of Directors adopted the 2004 Employee Stock Purchase Plan (formerly the 2003
Stock Purchase Plan) in September 2003 and the Company’s stockholders approved it in October 2003. The 2004
Employee Stock Purchase Plan (the “*Purchase Plan™) became effective on March 16, 2004, As of December 31,
2007, there were a total of 472,979 shares reserved for issuance under the Purchase Plan. In addition. the
Purchase Plan provides for annual increases in the number of shares available for issuance under the Purchase
Plan on the first day of cach year, beginning with January 1, 2005 equal to the lesser of:

¢ (.5% of the outstanding shares of common stock on the {irst day of the Company’s fiscal year,

= 125,000 shares, or

¢ such other amount as may be determined by the Company’s Board of Directors.

The Purchase Plan permits eligible employees to purchase common stock at a discount through payroll

deductions during defined offering periods. Offering periods are successive and overlapping of 24 months’
duration. Each offering period includes four six-month purchase periods and generally begins on the first trading
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day on or after May 15 and November 15 of each year. The price at which the stock is purchased is equal 10 the
lower of 85% of the fair market value of the common stock at the beginning of an offering period or after a
purchase period ends.

Adoption of SFAS No. 123R

On January 1, 2006, the Company adopted SFAS No. 123R using the modified prospective transition
method, which requires the measurement and recognition of non-cash compensation expense for all share-based
payment awards made to employees and directors including employee stock options and employvee stock
purchases related to the Purchase Plan based on estimated fair values. Under that transition method, non-cash
compensation expense was recognized beginning in the year ended December 31, 2006 and included the
following: (a) compensation expense related to any share-based payments granted through, but not yet vested as
of January 1, 2006, and (b) compensation expense for any share-based payments granted subsequent to
January 1, 2006, based on the grant-date fair value estimated in accordance with the provisions of SFAS
No. 123R. The Company recognizes non-cash compensation expense for the fair values of these share-based
awards on a straight-line basis over the requisite service period of each of these awards. Because non-cash stock
compensation expense is based on awards ultimately expected to vest, it has been reduced by an estimate for
future forfeitures. SFAS No. 123R requires forfeitures to be estimated at the time of grant and revised, if
necessary, in subsequent periods if actual forfeitures differ from those estimates. The Company’s financial
statements as of and for the years ended December 31, 2007 and 2006 reflects the impact of SFAS No. 123R. In
accordance with the modified prospective transition method, the Company's financial statements for prior
periods have not been restated to reflect, and do not include, the impact of SFAS No. 123R.

During the period from February 1, 2003 through January 31, 2004, certain stock options were granted with
cxercise prices that were below the reassessed fair value of the common stock at the date of grant. Total deferred
stock compensation of $10,873,000 was recorded in accordance with APB Opinion No. 25, and was being
amortized to expense over the related vesting period of the options. From inception through December 31, 2005,
stock-based compensation expense of $5,740,000 was recognized and $2,542,000 was reversed as a result of
employee terminations. Stock-based compensation expense recognized in the year ended December 31, 2005 was
$2,102,000. The remaining deferred stock compensation balance of $2,591,000 as of December 31, 2005 was
reversed on January 1, 2006 upon adoption in accordance with the provisions of SFAS No. 123R.

The following table presents the pro forma effect on net loss and net loss per share if the Company had
applied the fair value recognition provisions of SFAS No. 123 to options granted under the Company’s share-
based compensation arrangements during the year ended December 31, 2005 (in thousands, except per share
amounts):

Year Ended
December 31, 2005

{In thousand except
per share data}

Netloss, as reported . ... .. $(46,233)
Plus: Employee stock compensation expense based on intrinsic value method . . .. 2,102
Less: Employee stock compensation expense determined under the fair value
method for all awards ... ... e e (4,424)
Proforma net Jo8S .. ... . o $(48,555)
Net loss per share;
Basic and diluted, asreported ... ... .. ... ... ... ... $ (1.5
Basic and diluted, proforma . ... ... ... .. ... ... ... ... ... $ (1.59)
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Other than options granted to non-employee service providers and the grant of certain stock options to

employees with exercise prices that were below the reassessed fair value of the common stock as the date of the
grant, there was no other stock-based compensation recognized during the year ended December 31, 2005.

The fair value of each option grant is estimated at the grant date using the Black-Scholes model with the
following weighted average assumptions:

Year Ended December 31,
2007 2006 2005
Expectedvolatility ........... ... i, 62.7% 75.2% 50%
Expectedterm (years) . ... ... 6.2 6.2 3.6
Risk-free interest rate . .. ... .. ... .. ... ... ... .. .. ....... 4.6% 5.1% 3.8%

Dividend yield . ... ... ... .. ... .. . ... — — —

The Company’s computation of expected volatility for the years ended December 31, 2007 and 2006 is
based on an average of the historical volatility of the Company’s stock and the historical volatility of a peer-
group of similar companies. The Company’s computation of expected term in the years ended December 31,
2007 and 2006 utilizes the simplified method in accordance with SAB 107. The risk-free interest rate for periods
within the contractual tife of the option is based on treasury constant maturities rates in effect at the time of grant.
The Company recognizes stock-based compensation expense for the fair values of these awards on a straight-line
basis over the requisite service period of each of these awards.

A summary of activity of all options are as follows {in thousands, except per share data and contractual
term):

Weighted-
Woeighted- Average
Average Remaining  Aggregate
Exercise  Contractual  Intrinsic

Shares Price Term Value
Outstanding at December 31,2004 . ... ... .. ... ... ... ..... 2,077 $4.72
Options granted .. ... ..ot it e i e e 1,959 9.13
Options exercised . ..... .. .. it (352) 1.76
Options cancelled/forfeited ........... ... ... it (586) .18
Options cancelled/forfeited outsideof Plans . .. .................. (22) 4.00
Optionsrepurchased .. ... ... . . (131  0.85
Outstanding at December 31,2005 .......... .. ... .. ... ....... 2,945 7.49
Options granted .. ... ... ... .. ... i 1,788 6.71
Options exercised ....... ... . i (199} 1.04
Options cancelledfforfeited ......... .. ... ... ... .. .. ... ..., {639) 9.06
Outstanding at December 31,2006 ... .. .. .. ... ... ... ... ..... 3,895 7.21
Options granted .. ......... .. i e 2,134 5.89
Options exercised .. ... ... ... . it e (66) 312
Options cancelled/forfeited ......... ... oot iirinans (543) 7.49
Outstanding at December 31,2007 ...... ... .. v iierrnennnns 5420  $6.71 8.1 $4,455
Exercisable at December 31,2007 .......... ... i a.. 4,374  $6.68 7.9 $3.,906

|
|

The aggregate intrinsic value in the.table above represents the total pre-tax intrinsic value, based on the
Company’s closing stock price of $6.78 on December 31, 2007, which would have been received by the option
holders had all option holders exercised their options on December 31, 2007. This amount changes based on the
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fair. market value of the Company’s stock. Total intrinsic value of options exercised for the years ended
‘December 31, 2007, 2006 and 2005 were $219,000, $1,084,000 and $2,685,000, respectively. The weighted-
average grant date fair value of options granted during the years ended December 31, 2007, 2006 and 2005 were
$3.68, $4.74 and $3.94 per share, respectively. Total fair value of options vested for the years ended
December 31, 2007, 2006 and 2005 was $6,058,000, $4,359,000 and $4,736,000, respectively.

As of December 31, 2007, unrecognized stock-based compensation expense related to stock options of
$10,522,000 was expected to be recognized over a weighted-average period of 2.6 years.

The following table summarizes information concerning total outstanding and vested options.as of
December 31, 2007 (in thousands, except per share data and contractual term):

Options Qutstanding Options Exercisable

. Range of | Weighted-Average Weighted Weighted
Exercise Number Remaining - Average Number Average
Prices Outstanding Lontractual Term Exercise Price Exercisable Exercise Price
$0.40 - $1.60 217 54 $ 0.61 217 $ 061
$3.46 - $5.94 1,987 8.6 $ 5.32 1,622 $ 5.25
‘$6.01 — $8.85 2,741 8.1 $ 747 2,156 $ 7.65
$9.04 - $12.65 475 7.4 $10.89 379 $10.74 -

5,420 4,374

Employee Stock Purchase Plan

For the years ended December 31, 2007 and 2006, the Company recorded $305,000 and $353,000,
respectively, of compensation expense related to the Purchase Plan. During the years ended December 31, 2007,
2006 and 2005, 97,411, 86,031 and 42,584 shares, respectively, were purchased under the Purchase Plan. The fair
value of awards issued under the Purchase Plan is measured ising assumptions similar to those used for stock
options, except that the weighted average term of the awards were 1.53, 1.49 and 1.25 years for the years ended

December 31, 2007, 2006 and 2005, respectively.

Disclosures Pertaining to All Stock-Based Compensation Plans

" Cash received from option exercises and the Purchase Plan contributions under all share-based payment
arrangements for years ended December 31, 2007, 2006 and 2005 was $594,000, $542,000 and $806,000,
respectively. Because of the Company’s net operating losses, the Company did not realize any tax benefits for the
tax deductions from share-based payment arrangements during the years ended December 31, 2007, 2006 and
2005. '

12, Income Taxes

The provision for income taxes for the years ended December 31, 2007 and 2006 represents $1,017,000 and
$621,000, respectively, of French foreign income taxes withheld on license fees received from Ipsen under the
Increlex™ License (see footnote 9 “License and Collaboration Agreements and Related Party Transactions™).
There is no domestic provision for income taxes because the Company has incurred operating losses to date.
Deferred income taxes reflect the tax effects of net operating loss and tax credit carryovers and temporary
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differences between the carrying amounts of assets and liabilities for financial reporting purposes-and the
amounts used for income tax purpoaes Slgmficant components of the Company’s deferred tax assets are as
follows (in thousands) .

: Decémber 31,

2007 2006
Net operating loss carryforwards . ... ... i e e e $ 53,171 $45705
Capitalized license fees ....1..........ccvuueein .t e 12,138 * 13,044
Orphan drug credits ........... S 8,536 9,065
Capitalized research €Xpenses ... ..... ... ..ttt 8,052 8,913
Capitalized Invéntory costs . ... .. ...t iiiin.... S s PRI 4773 +2,519
Deferredrevenue ........................ .. U L . 4,738 5,013
LIligation COSES . . ..ttt et e e 3,701 —
Research tax credit carryforwards . ..... ... e e e . 2546 4,332
Non-qualified stock option costs . ..... ..o i i i 2,207 —
Foreign tax credits .. ..................... e P _ 1,638° .. —
Capitalized start-up costs ........... IR [P — 304
OUDEE . .\ et et e e 2,402 350
Total deferred tax assets . . ... ...t e 103,902 89,245
Valuation allowance . . ... ... . . e e (103,902) (89;245)
Net deferred tax assets .. ... ..ottt ettt i et e $ — —

Realization of the deferred tax assets is dependent upon the generation of future taxable income, if any, the
amount and timing of which are uncertain. Accordingly, the net deferred tax assets have been fully offset by a
valuation allowance. The valuation allowance increased by approximately $14,657,000,” $43,285,000 and
$11,843,000 for the years ended December 31, 2007, 2006 and 2003, respectively.

As of Decembeér 31, 2007, the Company had federal net operatmg loss carryforwards of apprommately
$133,661,000. The Company also had California’ nét operating loss carryforwards of apprommately
$107,133,000. The federal net operating loss carryforwards will explre ‘at various dates begmmng in 2022, if not
utilized. The California net operating loss carryforwards expire beginning in 2012, The Company also has federal
research, state research and federal orphan drug credit carryforwards of approximately $1,805,000, $1,141,000
and $8,536,000, respectively. The federal research and orphan drug credits expire beginning in 2022 and the state
research credits have no expiration date. .

Utilization of the net operating loss and credit carryforwards is subject to an annual limitation due to the
ownership change limitations provided by the Internal Revenue Code of 1986, as amended, and similar state
provisions. The annual llmnauon may result m the expiration of net operating losses and credits before
utilization.

On January 1, 2007, the Company adopted the provisions of FIN 48, Accounting for Uncertainty in Income
Taxes, which clarifies the accounting for uncertainty in income taxes recognized in accordance with SFAS
No. 109, Accounting for Income Taxes. The following table summanzes the activity related to the Company $

gross unrecognized tax benefits: ) -
,
Balance at January 1, 2007 .. ... ... e LT, $2,978
Increases related to prior year tax positions ... ... ... .. ... Leee s Ll —
Increases related to current year tax positions ... ............. el e " 849
B}ilance_ atDecember 31, 2007 . ... U $3,827
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At December 31, 2007, the Company had unrecognized tax benefits of $3,827,000. The unrecognized tax
benefits, if recognized, would not have an impact on the Company’s effective tax rate.’ The Company does not
expect a significant change to its unrecognized tax benefits over the next twelve months. The unrecognized tax
benefits may increase or change during the next year for items that arise in the ordinary course of business.

The tax years from 2002 to 2007 remain open to examination by the Internal Revenue Service and the State
of California due to our inability to use our net operating losses or tax credits. There were no accrued interest or
penalties associated with uncertain tax positions as of December 31, 2007.

13. 401(k) Plan L 4

Effectlve January 2005, the Company began sponsonng a 401(k) plan, ‘which covers all ehgible employces.
Under this plan, employees may contribute specified percentages of their eligible compensation, subject to
cenain Internal Revenue Service restrictions. The plan does not currently allow for matching contributions by the
Company.

1.
" 14. Quarterly Financial Data—Unaudited

The following table presents unaudited quarterly financial data of the Company. The Company E3 quarterly
results of operations for these periods are not necessarily indicative of future results of operations.

Fiscal year 2007 Quarter Ended
March 31 June 30 September 30 December 31

. _ . " {In thousands, except per share data)
Total netrevenues .................. e $ 1285 $ 2242 $23,388 $ 4064

Netproductsales .......... ... ... coiiiiiiiinn.. L% L9t §-2,048 % 2,851 $ 3819
Costof productsales(1) ... ... ... ... cooiiiiiiiinn. $ 501 $ 1,131 $ 1,397 $ 2,511
Manufacturing start-up costs{1} .. ........ ... ... ..., 3 98 % 742 % 1,063 $ 1,162
Research and development ............................ $ 4912 $ 4,101 $ 5588 $ 4,535
_ Selling, general and admlmstratlve(l) .................... $ 9551 $107282 511,045 $ 12,308
Netincome (1088} .. .. ... i $(12,394) $(12,807) $ 3422 $(18.687)
Basic and diluted net income (loss) pershare .............. $ (025 % (026 $ 007 $ (0.36)

(1) We reclassed $52,000, 468,000 and $699,000 from cost of product sales and $46,000, 274,000 and $364,000
from selling, general and administrative expense to manufacturing start-up costs for the pedods ended
March 31, June 30 and September 30, 2007. :

Fiscal year 2006 Quarter Ended
. March 31 June30  September 30 December 31
(In thousands, except per share data)

Tolal NELIEVENUES .. ...\ttt e e ienneens $ 85 § 166 $ 316 $ 942
Netproductsales ............coviiinvinnnnns S $- B5 $ 166 3% 316 $ 748
Cost of product sales ............. e - % 83 $ 557 % 516 $ 511
Rescarch and development ............ S, $ 4630 § 459 § 3,513 $ 29,295
Selling, general and admlmstratlve ...... e $ 10504 $ 10,586 $ 10,162 $ 12,996
et lO8S e e $(14.269) $(14,684)  $(13,063) $(40,981)
Basic and diluted net loss pershare . ..................... $ (040) 3 (039 $ (035 $ (0.85)
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Item 9. Changes in and Disagreements with Accountants on Accounting and Financial Disclosure. he

None.

Item 9A. Controls and Procedures.
Disclosure Controls and Procedures

Based on their evaluation as of December 31, 2007, our Chief Exccutive Officer and Chief Financial
Officer, with the participation of management, have concluded that our disclosure controls and procedures (as
defined in Rules 13a-15(e} and 15d-15(e) of the Securities Exchange Act of 1934) were effective.

Management’s Annual Report on Internal Control over Financial Reporting

Our management is responsible for establishing and maintaining adequate internal control over financial
reporting, as defined in Rules 13a-15(f) and 15d-15(f) under the Securities and Exchange Act of 1934. Internal
control over financial reportingis a process designed to provide reasonable assurance regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles in the United States. :

Under the supervision and with the participation of our managerment, including our Chief Executive Officer
and Chief Financial Officer, we conducted an evaluation of the effectiveness of ocur internal control over
financial reporting as of December 31, 2007 using the criteria set forth by the Committee of Sponsoring

_ _ Organizations of the Treadway Commission (COSQ) in Internal Control—Integrated Framework. Based on this
evaloation, our. management concluded that as of December 31, 2007, our internal contrel over financial
reporting was effective.

Attestation Report of the Registered Public Accounting Firm

L Ernst & Young LLP, our independent registered public accounting firm that has audited our financial
- statements included herein, has issued an atiestation report on our internal control over financial reporting, which
report is included under Item 8 of this Annual Report on Form 10-K,

Changes in Internal Control over Financial Reporting

There were no changes in our internal control over financial reporting during the quafter ended Aqie
December 31, 2007 that have materially affected, or are reasonably likely to materially affect, our internal k7
control over financial reporting.

" Limitations on the Effeciiveriess of Controls

Our disclosure controls and procedures provide our Chief Executive Officer and Chief Financial Officer
reasonable assurances that our disclosure controls and procedures will achieve their objectives. However,
company management, including our Chief Executive Officer and Chief Financial Officer, does not expect that
our disclosure controls and procedures or our internal control over financial reporting can or will prevent all
human error. A control system, no matter how well designed and implemented, can provide only reasonable, not
absolute, assurance that the objectives of the control system are met, Furthermore, the design of a control system
must reflect the fact that there are internal resource constraints, and the benefit of controls must be weighed
relative to their corresponding costs. Because of the limitations in all control systems, no evaluation of controls
can provide complete assurance that all control issues and instances of error, if any, within our company are
detected. These inherent limitations include the reatities that judgments in decision-making can be faukty, and
that breakdowns can occur due to human error or mistake. Additionally, controls, no matter how well designed,
could be circumvented by the individual acts of specific persons within the organization. The design of any
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system of controls is also based in part upon certain assumptions about the likelihood of future events, and there
. can be no assurance that any design will succeed in achieving its stated objectives under all potential future
- conditions.

Item 9B. Other Information.

oo - . . .
Res:gnanon and Appamtment of Dtrectors , . : - . ,

Effective February 27 2008, Dennis Henner, Ph.D., resigned from our Board of Directors. On February 27,
2008, the Board, upon recommendation of the Corporate Governance and Nominating Committee-of the Board,
elected Faheem Hasnain to fill the vacancy created by Dr. Henner's resignation. Mr. Hasnain was also appomted
to serve on the Audit Comrmttee and Compensanon Commmec of the Board, cffecuve immediately.

v

In connection with his election to the Board, Mr. ' Hasnain will receive compensation counsistent with our
compensation arrangements for non-employee directors, including cash compensation in the amount of $15,000
per year, which accrues quarterly, plus $2,000 for each Board meeting attended in person and $1,000 for each
Board meeting attended by telephone. We also pay the members, other than the chair, of each committee of the
Board $1,000 per committee meeting, and the chair of each committee $2,000 per committee meeting. Mr.
Hasnain was also granted an option to purchase 22,500 shares of our commeon stock under our 2004 Stock Plan at
an exercise price equal to the fair market value of our common stock on the date of grant. In addition, non-
employee directors, including Mr. Hasnain, who have been directors for at least six months, are entitled to
receive subsequent annual stock option grants under our 2004 Stock Plan to purchase 11,250 shares of our
common stock, or 22,500 shares for a non-employee director who also is the Chairman of the Board, on the date
of each annual meeting of our stockholders. Mr. Hasnain’s initial option shall become exercisable as to one-third
of the shares subject to the option on each anniversary of the date of grant, provided Mr. Hasnain remains a
service provider on such dates. Each annual option grant becomes exercisable as to 100% of the shares subject to
the option on the first anniversary of the date of grant, provided the non-employee director remains a service
provider on such date. Options granted to non-employee directors under the 2004 Stock Plan may be exercised
prior to vesting, or early exercised, subject to our repurchase rights that expire over the vesting period. Under our

2004 Stock Plan, in the event of a “change in control,” the successor corporation may assume or substitute an
equivalent award for each outstanding option. If there is no assumption or substitution of outstanding options, our
2004 Stock Plan administrator will provide notice to the recipient that he or she has the right to exercise the
option as to all of the shares subject to the award, including shares which would not otherwise be exercisable, for
a period of 15 days from the date of the notice. The award will terminate upon the expiration of the 15-day
period. Under our 2004 Stock Plan, in the event a non-employee director is terminated on or following a change
in control, other than pursiéiit to a voluntary resignation, his or her options will fully vest and become

- immediately exercisable.

=
-
=
3
2
=
=
—_
=
=
7

We also intend to enter into our standard form of indemnification agreement with Mr. Hasnain that will
provide that we will indemnify, defend and hold harmless Mr. Hasnain, under the circumstances and to the extent
provided for therein, from and against any and all judgments, fines, penalties, amounts paid in seitlement and any
other amounts reasonably incurred or suffered by Mr. Hasnain, including related expenses incurred by Mr.
Hasnain, by reason of the fact that Mr. Hasnain is, was or at any time becomes one of our directors, officers,
employees or agents.

Reconstitution of the Office of President

Effective February 27, 2008, John A. Scarlett, M.D. resigned from the office of President. Dr. Scarlett will
remain our Chief Executive Officer and a member of our Board, and will continue to act as our principal
executive officer. In connection with Dr, Scarlett's resignation from the office of President, our Board of
Directors appointed Richard A. King, age 43, as our President. Mr. King will also continue to occupy the office
of Chief Operating Officer. Prior to his promotion to the office of President, Mr. King served as our Chief
Operating Officer since February 2007. Prior to joining us in February 2007, Mr. King was a private investor.
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From January.2002. to“Sepu;mbcr 2006, Mr. King served as Executive Vice President, Commercial Operations of
Kos Pharmaceuticals, dner here he was responsible for sales, marketing, managed. care, sales operations and
customer service functions. From January 2000 to January 2002, Mr. King served as Senior Vice President of
Commercial Operations at Solvay Pharmaceuticals. From January 1992 to January 2000, Mr. King held various
marketing positions at SmithKline Beecham Pharmaceuticals. Mr. King began his career in the pharmaceutical
industry at Lederle Laboratories, Lid. Mr. King received his B.S. degree in chemlcal engmeenng from the
University of Surrey and his M.B.A. from Manchester Business School. i

There were no amcndments or modifications io our current compensatory arrangemems with M., ng, nor
were thcrc an-y.nﬂ.pompensatory arrangements entered into with Mr. King, in connection with his promotion to
the office of Presitltfit; A description of Mr. King's compensatory arrangements, including a description of the
terms of the employment agreement we entered into with Mr. King in February 2007, is included in our Current
Report on Form 8-K, filed with the SEC on March 2, 2007. .

+
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PART I

Certain information required by Part III is omitted from this Annual Report on Form 10-K because the
rcgistrarit will file with the U.S. Securities and Exchange Commission a definitive proxy statement pursuant to
Regulation 14A in connection with the solicitation of proxies for the Company’s Annual Meeting of
Stockholders expected to be held in May 2008 (the “Proxy Statement”) not later than 120 days after the end of
the fiscal year covered by this Annual Report on Form 10-K, and certain information included therein is
incorporated herein by reference.

Item 10. Directors, Executive Officers and Corporate Governance.

The information required by this item with respect to directors and executive officers may be found under
the caption “Executive Officers of the Registrant” in Part I, item 1 of this Annual Report on Form 10-K, and in
the section entitied “Proposal 1—Election of Directors” appearing in the Proxy Statement. Such information is
incorporated herein by reference.

The information required by this Item with respect to our audit committee and audit committee financial
expert may be found in the section entitled “Proposal 1—Election of Directors—Audit Committee” appearing in
the Proxy Statement. Such information is incorporated herein by reference.

The information required by this Item with respect to compliance with Section 16(a) of the Securities
Exchange Act of 1934 and our code of ethics may be found in the sections entitled “Section 16(a) Beneficial
Ownership Reporting Compliance” and “Proposal !—Election of Directors—Code of Business Conduct and
Ethics,” respectively, appearing in the Proxy Statement. Such information is incorporated herein by reference.

Item 11. Executive Compensation.

The information required by this ltem with respect to director and executive officer compensation is
incorporated herein by reference to the information from the Proxy Statement under the section entitled
“Executive Compensation.”

The information required by this Item with respect to Compensation Committee interlocks and insider
participation is incorporated herein by reference to the information from the Proxy Statement under the section
entitled “Proposal 1—Election of Directors—Compensation Committee Interlocks and Insider Participation.”

The information required by this Item with respect to our Compensation Committee’s review and discussion
of the Compensation Discussion and Analysis included in the Proxy Statement is incorporate herein by reference
to the information from the Proxy Statement under the section entitled “Proposal’ I—Election of Directors—-
Compensation Committee Report.”

Item 12. Security Ownership of Certain Beneficial Owners and Management and Related Stockholder
Matters.

The information required by this Item with respect to security ownership of certain beneficial owners and
management is incorporated herein by reference to the information from the Proxy Statement under the section
entitled “Security Ownership of Certain Beneficial Owners and Management.”

The information required by this ltem with respect to securities authorized for issvance under our equity
compensation plans is incorporated herein by reference to the information from the Proxy Statement under the
section entitled “Equity Compensation Plan Information.”
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Item 13. Certain-Relationships and Related Transactions, and Director Independence.

The information required by this Item with respect to related party transactions is incorporated herein by
reference to the information’ from the Proxy Statement under the section-entitled “Certain Relationships and
Related Transactions.” ' - : ' '

The information required by this Item with respect to director independence is incorporated herein by
reference to the information from the Proxy Statement under the section entitled “Proposal 1—Election of
Directors—Independence of the Board of Directors.” .

Item 14. Principal Accounting Fees and Services. . Tt

The information required by this Item is incorporated herein by reference to the information from the Proxy
Statement under the section entitled “Proposal 2—Ratification of Selection of Independent Registered Public
Accounting Firm.?". ) : - :
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PART IV

Item 15. Exhibits, Financial Statement Schedules.

(a) Dﬁcuments filed as part of this i-eport

1. Financial Statements

See Index to Financial Statements in Item 8 of this Annual Report on Form 10-K, which is incorporated
herein by reference., . : S ‘

2. Financial Statement Schedules

All financial statement schedules are omitted because the information is inapplicable or presented in the
Notes to Financial Statements,

+

3. The following exhibits are included herein or incorporated herein by reference:

B pescrpion
ENY Amended and Restated Certificate of Incorporation(1) "
32 .Amended and Restated Bylaws, as a;ncnded(Z)
33 Certificate of Designation of Series A Junior Participating Preferred Stock(3)
34 Certificate of Amendment of Amended and Restated Certificate of Incorporation(3) -
35 Centificate of Amend:ﬁent of Amended and Restated Certificate of Incorporation(2)
4.1 Form of Specimen Stock Certificate(4)
42 Reference is made to Exhibits 3.1, 3.2, 3.3, 3.4 and 3.5
43. . Warrant issued to Kingsbridge Capital-Limited, dated October 14, 2005(5)
44 Warrant issued to Ipsen, S.A., dated October 13, 2006(4)

4.5A First Senior Convertible Promissory Note issued 10 Ipsen, S.A., dated October 13, 2006(4)
4.58B Second Senior Convertible Promissory Note issued to Ipsen, S.A., dated September 17, 2007(6)
7 4.5C Third Senior Convertible Promissory Note issued to Ipsen, S.A., dated Septembe.r 17, 2007(6)

4 .6A Rights Agreement, dated as of October 13, 206, between the Registrant and Computershare Trust
Company, N.A., as Rights Agent(4)

4.6B Form of Right Centificate(4)
10.1A 2002 Stock Plan, as amended(4)*
10.1B Form of Stock Option Agreement under the 2002 Stock Plan(7)*
10.2A: 2002 Executive Stock Plan, as amended(4)*
10.2B Form of Stock Option Agreement under the 2002 Executive Stock Plan(7)*
10.3A 2004 Stock Plan(4)*
10.3B Form of Stock Option Agreement under the 2004 Stock Plan(7)*
10.4A 2004 Employee Stock Purchase Plan{4)*

104B Form of Subscription Agreement under the 2004 Employee Stock Purchase Plan(7)*
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Exhibit
Number

10.5

10.6A
10.6B
10.6C
10.6D

10.6E

10.6F
10.6G

10.6H

10.61

10.7A

10.7B

10.7C

10.7D

10.7E

10.7F
10.7G

10.8A

10.88

10.8C

10.8D

10.9A
10.9B

R R
] ".;%‘ﬁ \.?)‘f:l‘-.‘%..gw.ep‘*

Description
Form of Indemnification Agreement(7}*
Sublease Agreement dated June 24, 2002 between Elan Pharmaceutlcals Inc and the Reglstrant(’!) '
Sublease Agreement dated March 21, 2003 between Elan Pharmaceunca]s Inc and the Regtstrant(?)
Lease Agreement dated July 24, 2003 between Gateway Center LLC and the Reglstrant(’f)

First Amendment to Lease Agreement dated September 24, 2003 between Gateway Center LLC and
the Registrant(7}

Second Amendment to Lease Agreement dated June 28, 2004 between Gateway Center, LLC and the
Registrant(8} )

Lease Agreement dated March 7, 2005 between 2000 Sierra Point, LLC and the Reglstmnt(9)

First Amended to Lease Agreement dated May 1, 2006 between Clarendon Hills Invesors, LLC and
the Registrant(10)

Second Amendment to Lease Agreement dated January 4, 2007 between 2000 Sierra Point Parkway
LLC and the Registrant{11) '

Third Amendment to Lease Agreement, dated July 6, 2007, betWeen Sierra Pomt Parkway LLC and
the Registrant(11)

License and' Collaboration Agreement, between Genentech, Inc.-and the Registrant, dated as of
April 15, 2002(7)t

First Amendment to the License and Coltaboration Agreement, between Genentech, Inc. and the
Registrant, dated as of July 25 2003(Nt

International License and Collaboration Agreement between Genentech Inc. and the Registrant,
dated as of July 25, 2003(7)t

Second Amendment to the License and Collaboration Agreement, between Genentech, Inc. and the
Registrant, dated as of November 25, 2003(12} -

Combination Product Development. and Commercialization Agreement, dated as of July 6, 2007,
bctween Genentech Inc. and the Reglstrant (DT

Letter Agreement dated as of July 6, 2007, between Genentech lnc and the Reglstrant(l 1)

Common Stock Purchase Agreement dated as of July 6, 2007 between Genentech, Inc. and the
Registrant(11) . : -

Manufacturing Services Agreement between the Reglstrant and ‘Cambrex BlO Sc1ence Balt1more
Inc., dated as of December 20, 2002(7)1 :

Amendment No. 1 to Manufacturing Services Agreement, dated as of November 10, 2006, by and
between Cambrex Bio Science Baltimore, Inc. and Tercica. (13)1‘

Addendum to Manufacturing Services Agreement, effective as of May 11, 2007, between the
Registrant and Lonza Baltimore, Inc. (as successor in interest to Cambrex Bio Science Baltimore,

Inc (1T .
Agreement, dated as of May 14, 2007, between the Registrant andL‘Lonza Hopkinton, Inc.(11) §

Key Employment Agreement for John A. Scarlett, M.D. dated February 27, 2002(7)*
Amendment to Key Employment Agreement for John A. Scarlett, M.D. dated May 15, 2002(7)*
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Exhibit
Number

10.9C .
10.9D
109E
10.9F
109G
10.9H
1091
109) -
10.9K
109L
10.9M
10.9N

1050

10.9P
10.9Q
109R
10.98
10.9T
109U
10.9v
109W
109X
10.9Y
10.9Z
10.10
10.11A
10.11B
10.12A
10.12B

10.13A

10.13B

Description
Key Employment Agreement for Ross G. Clark dated May 15, 2002(7)*
Intentionally omitted
Intentionally omitted
Intenllonally ommed
Employment Letter to Andrew Grelhlem dated March 5, 2003(7)*
Intentignally omitted

Intentionally omitted

'Employment Letter to‘Susan Wong dated Janﬁary 9, 2004(7)*

lnten'uonally ommed

Employment Lclter to Stephen Rosenfield dated June 23 2004(8)*

Employment Letter to Thorsten von Stein dated December 3, 2004(14)* _
Amendment to Key Employment Agreement for John A. Scarlett, M.D. dated Fcbru‘ary 22, 2005(9)*
Amendment to Key Employmem Agreement for Ross G. Clark dated February 22, 2005(9)*
Inlentlonally omitted -

Intentionaltly omitted - , .

Amendment to Employment Letter for Stephen N. Rosenfield dated Februar'y 22, 2005(9)*
2007 Execative Officer Cash Compensation Arran'gémcnts(l5)

Non-Employee Director Compensation Arrangements(16)

Employment Letter to Christopher E. Rivéra, dated March 31, 2005(17)*

Intentionally omitted

Tercica, Inc, Incentive Compensation Plan(18)

Employment letter to Ajay Bansal, dated February 27, 2006(19)

Employment letter to Richard A. King, dated February 25, 2007(15)

Amendment to Employment Letter for Richard A, ng, dated August 1, 2007(1 1)

Second Amended and Restated lnvestors Rights Agrccmem dated July 30, 2007(1 1)
Intentionally omitted

Consent, Waiver and Amendment, dated as of October 13, 2006(20)

Intentionally omitted

Common Stock Purchase Agreement, dated January 21, 2005, between Venture Lending & Leasmg
IV, LLC and the Registrant(14)

Common Stock Purchase Agreement, by and betwee\n Kingébridge Capital Limited and the
Registrant, dated October 14, 2005(5)

Registration Rights Agreement, by and between Kingsbridge Capital Limited and the Registrant,
dated October 14, 2005(5)
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Exhibit
Number

Description

10.14A Stock Purchase and Master Transaction Agreément, by and between the Registrant and Ipsen, S.A.,

dated July 18, 2006(21)

10.14B Affiliation Agreement, by and between the Reglstrant Suraypharm and Ipsen S.A., dated

October 13, 2006

10.14C Increlex® License and Collaboration Agreement, by and between the chnstrant and Beaufour Ipscn

Pharma, dated October 13, 2006(20)1t < ="~

10.14D Somatuline® License and Collaboration Agreement, by and between the Registrant, SCRAS and

Beaufour Ipsen Pharma, dated October 13, 2006(20)1+

10.14E Common Stock Purchase Agreement, dated as of July 9,-2007, between the Registrant, Suraypharm

and Ipsen, S.A.(11)

10.14F Amendment No. 1 to Reglstratlon Rights Agreement, datcd as of July 30 2007 betwecn the

Registrant, Suraypharm and Ipsen, SLA. (11 - T

10.14G Registration Rights'Agreement, by and between the Registrant, Suraypharm ‘and Ipsen, S.A., dated

10.15

10.16

23.1
24.1

311

312

32.1

322

Tt

(0
@
3

October 13, 2006 ‘ -

Settlement, License and Development Agrecment, dated as of March 5, ‘2007 by and between the
Registrant, Insmed lncorporated Insmed Therapeutic Proteins, Inc., Celtrix Pharmaceuticals, Inc
and Genentech, Inc.(15)t1 :

Development and Supply Agreement, dated as of November 14, 2006, between Hospira Worldwide,
Inc. and the Reglstrant(ZZ)T :

PR o s Ly

Consent of Independent Registered Publlc Accounting Firm

Power of Attorney (included on the signature pages hereto)

4

Certification of Chief Executive Officer of Tercica, Inc., as required by Rule 13a-14(a) or Rule 15d-
14(a).

Certification of Chief Financia! Officer. of Terc1ca Inc., as requlred by Rule 133—14(a) or Rule 15d-
l4(a). Ve

Certification by the Chief Executive Officer, as required by Rule 13a-14(b) or Rule 15d-14(b) and
Section 1350 of Chapter 63 of Title 18 of the United States Code (18 U. S.C. §1350).

Ceruﬁcatlon by the Chief Financial Officer, as. required by Rule 13a-14(b) or Rule 15d 14(b) and
Section- 1350 of Chapler 63 of Tltle 18 of the Umted States Code (18 U 5.C. §l350)

Management contract or compensanon plan or arrangement

Confidential treatment has been granted with respect to certain portions of this exhibit. This exhibit omits
the information subject to this confidentiality request. Omitted portions have been filed separately with the
SEC.

Confidential treatment has been requested with respect to certain portions of this exhibit. This exhibit
omits the information subject to this confidentiality request. Omitted portions have been filed separately
with the SEC.

Incorporated by reference to the similarly described exhibit included with the Regnstrant ] quarterly report
on Form 10-Q (File No. 000-50461) filed on May 13, 2004, .

Incorporated by reference to the similarly described exhibit included with the Reglstrant s Current Report
on Form 8-K (File No. 000-50461) filed on May 25, 2007,

Incorporated by reference to the similarly described exhibit included with the Reglstrant ] Current chort
on Form 8-K (File No. 000-50461) filed on October 18, 2006.
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(4) Incorporated by reference to the similarly described exhibit included with the Registrant’s quarterly report
on Form 10-Q (File No. 000-50461) filed on November 3, 2006.

(5) - Incorporated by reference to the similarly described exhibit included with, the Registrant’s quarterly report
on Form 10-Q (File No. 000-50461) filed on November 4, 2005.

{6) - Incorporated by reference to the similarly described exhibit included with the Reglstrant s Current Repon
on Form 8-K (File No. 000-50461) filed on September 18, 2007,

(7) Incorporated by reference to the simjlnrly described exhibit included with the Registrant’s registration
statement on Form S-1 (File No. 333- 108729) and amendments thereto, declared effective on March 16,
2004, - - -

(8) Incorporated by, reference to the sumlarly described exhibit included with the Registrant’s quarterly report
on Form 10-Q(File No. 000- 50461) filed on August 16, 2004.

(9)  Incorporated by reference to the similarly described exhibit included with the Registrant’s annual report on
Form 10-K (File No. 000-50461) filed on March 24, 2005.

(10) Incorporated by reference to the similarly described exhibit included with the Registrant’s quarterly report
on Form 10-Q (File No, 000-50461) filed on August:9; 2006.

(11) Incorporated by reference to the similarly described exhibit included with the Reglstrant s quanerly repon
on Form-10-Q {File No:.000-50461) filed on Augiist2} 2007, E

(12)- Incorporated by reference to-the similarly described exhibit included with-the Reglstrant’s quarterly repon
--on Form 10-Q, (File No. 000-50461) filed on August 4, 2005.- '

(13) 'Incorpordted by reference to the similarly described exhibit included wrth the Reglstrant s Current Repon
son Form:8-K (File No. 000-50461) filed:on May 17,2007. . R

(14) Incorporated:by reference.to the similarly described -exhibit included. with- the .Registrant’s registration
statement. on: Form S-1 (Flle No. 333-122224} and amendments thereto, declared effecttve on February 7,
2005 - BRI

(15) Incorporaxed by reference to the surularly described exhrbrt mcluded wn.h the Regtstrant s quarterly report
on Form 10-Q (File No. 000-50461) filed on May 4, 2007.

(16) Incorporated by reference to the information under the heading “Executive Compensation—Compensation
of Directors” in' the Registrant’s definmve proxy statement filed pursuant, to. Regulation 14A (File No.
Q00-50461) on April 18, 2007.

(17) Incorporated by reference to the similarly described exhibit included with the Reglstrant s quarterly report
on Form 10-Q (File No, 000-50461) filed on May 6, 2005,

(18) Incorporated by reference to the similarly described exhibit included with lhe Reglstrant s Current Reporl
on Form 8-K (File No. 000-50461) filed on February 28, 2006,

(19) Incorporated by reference to the similarly described exhibit included with the’ Registrant’s quarterly report
on Form 10-Q (File No. 000- 50461) filed on May 10, 2006.

- (20) Incorporated by reference to the similarly described exhibit included with the Reglstrant s annual report on
Form 10-K (File No. 000-50461) filed on March 9, 2007.

(21} Incorporated by reference to the similarly described exhibit included w1th the Reglstrant s Current Report
on Form'8-K (File No. 000-50461) filed on July 24, 2006.

(22) Incorporaled by reference to the similarly described exhibit included with the’ Reglstrant 5 quarterly report

~on Form 10-Q (File No. 000-50461) filed on November 1, 2007.
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P SIGNATURES

signed on its beha_lfby‘f}'he undersigned, thereunto duly aumbrizsid_f '

t

 ‘Pursvant -tc-;.§cc;ti_o'h‘ 13-0r'15(d) of the Securities Act of 1934, the Registrant has duly caused this report to be

¥

© TERCICA, INC.
ST 1 oL

“ By:fs! JOHN A.SCARLETT,MD. ~~ "
John A. Scarlett, M.D.

, o . Chief Executive, Officer and Directbjr )

v

Dated: February 28, 2008

POWER OF ATTORNEY .. ., i e -1 s

3
i

.o B et T T I R E . b L e oLt !

KNOW ALL PERSONS BY THESE PRESENTS, ‘that each per’soﬁ«‘l""ho e signatire -appears- below
constitutes ‘and appoints John A. Scarlett, M.D:iand ‘Ajay Bansal: -and-each: of ‘them,-as -his -true and lawful
attorneys-in-fact and agents, with full power of subistitution forhim,-and in his-name in any.and all-capacities, to
sign any and all amendments to this Annual Report on Form 10-K, and:to file the same, with exhibits;thereto and
other documents in connection therewith, with the Securities and Exchange Commission,- granting unto said
a L attorneys-in-fact and agents, and each-of them, full power and authority to do and perform each and everyact and
I thing requisite and necessary to be done therewith, as fully to all intents and purposes:as he might or could do in
' person, hereby ratifying and confirming all that said attorneys-in-fact and agents, and any of them or his or her

s substitute or substitutes, may lawfully do or cause to-be done by virtue hereof. : o W ‘
Pursuant to the requirements of the Securities’ Act of 1934, this reiaort has been sighed- by 'the following

persons on behalf of the Registrant in the capacities iridicated on February 28, 2008: ©oE

© - Signature - : ‘ e *Title

R

-"Chief Executive Officer and Dirg'ctor

‘v

/51 JOHN A, SCARLETT, MD. ™

John A. Scarlett, M.D. ‘ ~ (Principal Ei(g:cu_tiif'fz Officer)
.. | /S~ AIaY BANSAL ' Chief Financial Officer " .
"7 " Ajay Bansal " (Principal Financial Officer). '

/s/ Susan WoNG Chief Accounting Officer

Susan‘Wong ' * (Principal Accou_nting Ofﬁccr_)": .

/s/  ALEXANDER BArRKAS, PH.D. Director

Alexander Barkas, Ph.D.
/sf Ross G. CLARK, PH.D. Director

Ross G. Clark, Ph.D.
fs/  KARIN EASTHAM Director
Karin Eastham

fs/ FAHEEM HASNAIN Director

Faheem Hasnain

122




BTG ﬁ;ﬁ{gﬁﬁ‘*ﬁm b ﬁ%ﬁ;@}ﬁgﬁ;\‘ 2

%i%nﬁm R

Signature Title
/s/ MARK LESCHLY T ' o Director '
Mark Leschly
/s/  DAVID L. MAHONEY : ) . Director
David L. Mahoney
/s/ CHRISTOPHE JEAN Director
Christophe Jean 7
. ) ‘ 5
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. S EXHIBIT 23.1

CONSENT OF. INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

% ,
We consent to the incorperation by reference in the following Registration Statements:

(1) Registration Statement (Form S-3 No. 333-129574) of Tercica, Inc., . . - oo
(2) Registration Statement (Form $-3 No. 333-128224) of Tercica, Inc., .

(3) Registration Statemént (Form S-8 No. 333-126307) pertaining to the 2004:Stock“Plan- and the 2004
Employee Stock Purchase Plan of Tercica, Inc., and ' co e

(4) Registration Statement (Form S-8 No. 333-113718) pertaining to the 2002 Stock Plan, the 2002 Executive
Stock Plan, the 2004 Stock Plan, and the 2004 Employee Stock Purchase Plan of Tercica, Inc.,

of our reports dated February 27, 2008, with respect to the financial statements of Tercica, Inc., and the
effectiveness of internal control over financial reporting of Tercica, Inc., included in its Annual Report (Form
10-K) for the year ended December 31, 2007.

fs/ Emst & Young LLP

Palo Alo, California
February 27, 2008




EXHIBIT 31.1
CERTIFICATION

L, John A. Scarlett, M.D>., certify that;
. T have reviewed this Annual Report on Form 10-K of Tercica, Inc.;

2. Based on my knowledge, this report does not.contain,any untrue statement of a material fact or omit to state a
material fact necessary to make the statements made, in light.of the circurnstances under which such staternents
were made, not misleading with respect to.the pericd covered by this report;

3. Based on my, knowledge, the financial statements, and otherfinancial .information included.in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this report; e . s

4. The registrant’s other centifying officer(s) and [ are responsibie for establishing and, maintaining disclosure
-centrols and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal control-over
financial reporting (as defined in Exchange Act.Rules 13a-15(f) and 15d-14(f)) for the registrant and have:

. (a) Designed such disclosure controls and_procedures,, or caused such disclosure controls and precedures to

e designed under our supervision, to ensure that material information relating to the registrant, including its

consolidated subsidiaries, is made known.to us by others within those entities, particularly during the period in
which this report is being prepared,; o K

(b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance regarding the reliability of
financial reporting and the preparation-of financial statements for external purposes in accordance with generally
accepted accounting principles;

{c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness. of the disclosure controls .and procedures, as of the end of the
period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report} that has materially affected, or is reasonably likely to matenally affect, the registrant’s internal
control over financial reporting; and

5. The registrant’s other certifying officer(s) and. I have disclosed, based on our most recent evaluation of
internal -control over financial reporting, to the registrant’s auditors and the audit committee of the reglslram S
board of directors (or persons performing the equivalent functions): -

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over
ﬁnanc1al reporting which are reasonably likely to adversely affect the reglstrant 5 ablllly to record, process,
summarize and report financial information; and .

(b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over-financial reporting.

Date: February 28, 2008

Is/ JOHN A. SCARLETT, M.D.

John A. Scarlett, M.D.
Chief Executive Officer
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EXHIBIT 31.2

CERTIFICATION

1, Ajay Bansal, certify that:
1. I have reviewed this Annual Report on Form 10-K of Tercica, Inc.;

2. Based on my knowledgg, this report does not contain-any imtrue staternent of a material fact or omit to state a
material fact necessary to make the statements made, in lighit of the circumstances under which such statements
were made, not misleading with respect to the period covered by this report; e '

3. Based on my knowledge, ‘the financial statements, and other financial information included in this report,
fairly present in all material-respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this report; o - - : v

4. The registrant’s other certifying officer(s) and I are responsible for -establishing and maintaining disclosure
coritrols and procedures (as defined in Exchangé Act Riles'13a-15(e) and -15d-15(¢)) and internal control' over
financial reporting (as defined in‘Exchange Act Rules 13a- 15(f) and 15d-15(f))for the registrant and have:

- (a) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to-the registrant, including ‘its
consolidated subsidiaries, is made known to us by others ‘within those-entities, particularly during the period in
which this report is being prepared,; : '

(b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reasonable assurance - regarding the reliability of
financial reporting and the preparation of financial statements for external purposes in accordance with generally
accepted accounting principles; : :

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end of the
period covered by this report based on such evaluation; and: ‘ :

(d) Disclosed in this report-any change in the registrant’s internalr contral over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the case of an
annual report) that has materially affected, or is reasonably likely to materially affect, the registrant’s internal
control over finanéial reporting; and : ' '

5. The registrant’s other centifying officer(s) and 1 have disclosed, based on our most recent evaluation of
internal contro! over financial.reporting, to the registrant’s auditors.and the audit committee- of. the registrant’s
board of directors (or persons performing the equivalent functions): ’

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the Tegistrant’s ability to record, process,
summarize and report financial information; and :

(b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting. - . :

Date: February 28, 2008

Isf AJAY BANSAL

Ajay Bansal
Chief Financial Officer
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EXHIBIT 32.1

CERTIFICATION OF CHIEF-EXECUTIVE.OFFICER PURSUANT TO
18 U.S.C. SECTION 1359,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACTOF 2002

I, John A. Scarlett; M.D., ceftify, pursuant to Rule 13a-14(b) and 18 11.5.C. Section 1350;ias-adopted pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002, that the Annual Report of Tercica, Inc. on Form 10-K for the
year ended December 31,{2007 fully complies.with the requirements of Section 13(a).or 15(d) of-the Securities
Exchange Act of 1934 and that information contained in such-Annual Report on Form: 10-K fairly presents in.all
material respects, the financial condition and results of operations of Tercica, Inc.

i

Date: February 28, 2008 : e Cas

By:/s/ JOHN A. SCARLETT, M.D.

John A, Scartett, M.D.
Chief Executive Officer

This certlﬁcauon accompames the Form lO-K to wh1ch it Ielates is not deemcd ﬁled wuh thé Securities and
Exchangc Comlmssmn and Is not to be mcorporated by reference into any fi lmg ‘of Tercwa, Inc. under the
'Securmes Act of 1933 a3 amcnded or the Securities Exchange Act of 1934, as amended (whether made before
ot after thé date of the Form 10- K), irrespective of any gencra] incorporation laiiguage contained in such filing.
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EXHIBIT 32.2

CERTIFICATION OF CHIEF FINANCIAL OFFICER PURSUANT-TO
18'U.S.C. SECTION: 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES:OXLEY ACT-OF 2002

1, Ajay Bansal, ‘certify, pursuant-to Rule 13a:14(b)-and .18:U.S.C. Section 1350, as adopted pursuant’ o

Section 906 of thé Sarbanes-Oxley Act:of 2002; that thé Aanual Report of Tercica,.Inc. on Form 10-K.for the
yéar ended December 31,:2007 fully complies with:the requirements of Sectioh 13(a) or. 15(d) of. the Securities
Exchange Act of 1934 and that information contained inisuch ‘Annual Report on Form 10-K fairly presents, in all

material respects, the financial condition and results of operations of Tercica,Inc. .. .0 T 0 s
Date: February 28, 2008 wee g T
; o . By:/s/ AJAY BANSAL
U7 . Ajay Bansal
s Chief Financial Officer

This certification accompanies the Form 10-K to which it ;re,latqg., is not deemed filed with the Securities and
Exchange Commission and is, not to be incorporated by reference into any, filing of Tercica, Inc. under the

Secutities Act of 1933, as amend i, or the Sg'cilri'liés_"l@';g'han'géi},\cg"of‘ 1934,'és,§mended' (whether made before

or after the daté of the Form 10-K), irrespective of any general incorporation languagé contained in such filing.’
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